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110 MILITARY CONSTRUCTION AUTHORIZATION

CONTINENTAL UNITEID STATES-Continued
Oregon -------------------------------------------------

Air Force: Kingsley Air Force Base, Xlamath-
Air National Guard: Portland International Airport-
Army National Guard: Salem -----------------------

Pennsylvania ------.- ---- ----- -- --- ------- -----..---

Army: Carlisle Barracks--------------------------------
Air Force:

Olmstead Air Force Base, Middletown-
Marietta Air Force Station, Marietta-

Army National Guard:
Bethlehem.---..---------------..-----
Carlisle ..-..-- ----- ------

Chester.-..-,..------------------------.

Ligonier .._- -----.--

Army Reserve:
Johnstown _--- . --------..--------

St. Marys ..----------
Naval and Marine Reserve: Naval Air Station, Willow Grove-
Air Force Reserve: Naval Air Station, Willow Grove .

Rhode Island .... ..............---------..-------------.

Navy:
Naval Station, Newport.------.----------------.-.-
Naval Supply Depot, Newport ---------------------

Naval War College, Newport-..
Air National Guard: Theodore F. Green Airport, Providence-

South Carolina

Navy:
Marine Corps Auxiliary Air Station, Beaufort .----------
Marine Corps Recruit Depot, Parris Island-...............

Air Force:
Donaldson Air Force Base, Greenville..------------
Myrtle Beach Air Force Base, Myrtle Beach---------
Shaw Air Force Base, Sumter -...---- -.----

Army National Guard:
Belton-
Whitmiro.-----..-...----------------------.....

Chesterfield- ....... ... .. .....

Batesburg ..---------------.---- ------------------

Clover ..------------....--------------------..
Johnson- --.-- ---------..--. - ---- .....-
Pacolet Mills - .. .....----- . .-----------

St. George -... -....-----------------------.
Lake City .... -- --------------------------
Columbia ...-..-------------.---------....----

Army Reserve: Greenwood .. . ........................
South Dakota- ..-.........------------------- ...------

Air Force: Ellsworth Air Force Base, Rapid City.............
Army National Guard: ~3alem ...-------.. ..-- ------

$623,000

229, 000
233, 000
161, 000

7,418, 000

374, 000

6,169, 000
94, 000

45, 000
45, 000

206, 000
45, 000

99, 000
149, 000
99, 000
93, 000

4, 405, 000

1,709, 000
2,210, 000

273, 000
213, 000

8, 960, 000

4,352, 000
462, 000

1,
1,

78, 000
650, 00O
339, 000

122, 000
-- 99, 000

99, 000
99, 000
99, 000
99,000
99, 000
99, 000
99, 000
80, 000
85, 000

3, 081, 000

2,931,000
150, 000

9.869604064

Table: CONTINENTAL UNITED STATES--Continued
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MILITARY CONSTRUCTION AUTHORIZATION 1ll
CONTINENTAL UNITED STATES-Continued

Tennessee--------------------------------..--------- $4,309,000
Air Force:

Memphis General Depot, Memphis
Sewart Air Force Base, Smyrna---------------------

ArmyvNational Guard:

1, 464, 000
591, 000

Camden---- -------------- -------91,000
Crossville----------------------------- 91,000
Dayton --------------------------91,000
Franklin ---------- --- --- ------91, 000
Harriman -----------91, 000
Kingsport ..----------------- 165, 000
Livingston ---------------- -----91,000
New Bern --..-----------------------.. 91,000
Oak Ridge ...-------------------------------------- 142, 000
Persons -------------- --- ----91,000
South Pittsburg

.
---------- --- -----91,000

Waverly ----------- ---91, 000
Waynesboro---------------------------------------91, 000
Nashville-- ---------- --------493, 000

Naval and Marine Reserve: Marine Corps Reserve Training
Center, Memphis------..------------------------453, 000

Texas--....-------------------------------------..--------- 55, 541, 000

Army:
Fort Bliss-------------------------------------- 13, 734, 000
Fort Hood-----------------..--------------------- 4,258, 000

Navy: Naval Auxiliary Air Station, Kingsville-------1, 041, 000
Air Force:

Amarillo Air Force Base, Amarillo------ ..----- 979, 000
Bergstrom Air Force Base, Austin --.. --1, 584, 000
Biggs Air Force Base, El Paso ..------- 5, 080, 000
Brooks Air Force Base, San Antonio ------------------ 13, 805, 000
Carswell Air Force Base, Fort Worth ------2, 257, 000
Dyess Air'Force Base Abilene-----------1, 346, 000
James Connally Air Force Base, Waco ---------------- 750, 000
Kelly Air Force Base, San Antonio ------------------- 157, 000
Laughlin Air Force Base, Del Rio------------------- 897, 000
Perrin Air Force Base, Sherman--------------------- 319, 000
Randolph Air Force Base, San Antonio---------------- 245, 000
Sheppard Air Force Base, Wichita Falls-------2, 051, 000
Webb Air Force Base, Big Spring------------------- 3, 081,000

Army National Guard:
Amarillo ....-..------------------------..---------- 231,000
Belton --....---------------------------.. 86, 000
Cucro- ...----------------------------------------- 93, 000
Dallas- ..-....... 154, 000
Edna-------.------------..-----------------------... 93, 000
El Campo --..--..-.. 104, 000
Gainesville --..-.------- 111, 000
IHoneyGrove-------------------- ---.---.---. 90,000
Houston No. 1-------------------------..-------323,000
Houston No. 2 ------------------------------------- 264,000
'Tlexarkana-........-.....................153,000

Army Reserve: Sinton....................---------------------------------................ 134, 000
Naval and Marine Reserve: Naval Air Station, Dallas.. 259, 000
Air National Guard: Hensley Field, Grand Prairie ..-------- 1, 862, 000

'Utah..----------- ... ------.....------- 1, 981,000
Air Force: Hill Air Force Base, Ogden .............------ 1, 746, 000
Army National Guard: Salt Lake City.------..-----.. 235, 000



112 MILITARY CONSTRUCTION AUTHORIZATION

CONTINENTAL UNITED STATES-Continued
Vermont--------------------------------------------$1, 335, 000

Air Force: Ethan Allen Air Force Base, Winooski ------ 990, 000
Army National Guard:

Swanton-------------------------------------- 137, 000
Burlington--------------------------------..------ 208, 000

Virginia..------------------------------------------------- 20, 080, 000

Army:
Fort Lee------------------------------------------
Fort Eustis.----------------------------------------

Navy:
Naval Proving Ground, Dahlgren ..
Fleet Air Defense Training Center, Dam Neck, Virginia
Beach-------------------------------.----------

Naval Auxiliary Landing Field, Fentress-
Armed Forces Staff College, Norfolk
Naval Base, Norfolk ------------------------------

Naval Supply Center, Norfolk---------------------
Marine Corps School, Quantico-------------- ..

Air Force: Langley Air Force Base, Hampton ..-----------
Army National Guard:

Berryville-
Norfolk ------------------------------------------
Pulaski --------------------------------

Richmond-
Naval and Marine Reserve: Marine Corps Reserve Training

Center, Lynchburg-
Air National Guard: Byrd Field, Richmond.

4, 630, 000
3, 634, 000

44, 000

1, 184, 000
142, 000

4, 643, 000
2, 546, 000

128, 000
168, 000

1, 371, 000

135, 000
441, 000
135, 000
441, 000

388, 000
50, 000

Washington-.--------------------------------------- 11, 479, 000

Army: Fort Lewis-------------------------------------
Navy: Naval Ammunition Depot, Bangor ---------------

Air Force:
Fairchild Air Force Basp, Spokane.-------------------
Larson Air Force Base; Moses Lake-
MoChord Air Force Base, Tacoma...------------------

Naval and Marine Reserve:
Naval Reserve Electronics Facility, Centralia----------
Naval Reserve Electronics Facility, Olympia (Tumrn..

water).-------- --------..----------------------

Naval Reserve Electronics Facility, Yakima-----------
Air National Guard: Geiger Field, Spokane----------------

West Virginia--------------------- -----------

Army National Guard:
eckley....------..---------------------------..-----

Clarksburg-..---------------------------
Gassaway...-------------- ..-----------

Keyser ---------------------------..--------------
Logan-..------------------------------
Weston-------------..--------------------------

Army reserve:
Bockley ----------------..-------------

Weirton- ----------------------------------------

Air National Guard: Martinsburg Municipal Airport, Mar-
tiusburg ..------------------------------

1, 085, 000
86, 000

4, 094, 000
3, 795, 000

935, 000

81, 000

47, 000
48, 000

1, 308, 000

1, 674, 000

200, 000
189, 000
189, 000
157, 000
189, 000
189, 000

289, 000
149, 000

123, 000



MILITARY CONSTRUCTION AUTHORIZATION 113
CONTINENTAL UNITED STATES-Continued

Wisconsin------- ----------------------------------- $17, 903, 000

Air Force:
Richard Bong Air Force Base, Kansasville-------------
Truax Field, Madison-

Army Reserve:
Beloit---------..---..--------------------------- -

Kewaunee ---------------

Madison-- ----------------------------------

Air Force Reserve: General Mitchell Field, Milwaukee
Air National Guard: Camp Williams, Camp Douglas-

Wyoming------------ -----------------------------

Army National Guard:

15,552, 000
795, 000

157, 000
157, 000
490, 000
173, 000
579, 000

433, 000

Lovell--------------------....---------------------- 142, 000
Cody --------------------------------------------- 142, 000

Army Reserve: Cheyenne------------------------.. 149, 000

Various locations (Zone of Interior)------..-----------..--- 177, 699, 000

Army -----------------------------------------------. 6, 584, 000
Air Force----------------------------------------------170, 396,000
Air National Guard .--------------------------- 300, 000
Army Reserve--------------------------------------- 419, 000

Classified (Zone of Interior)------------------------------- 484, 495, 000

Army-.. 123, 199, 000
Navy -73,796,000
Air Force 287,500,000

OUTSIDE CONTINENTAL UNITED STATES
Alaska------------------------------------------

Army: Fairbanks..-----------------------
Air Force:

Eielson Air Force Base-------------------------
Elmendorf Air Force Base-
King Salmon Airport--- -----.-------------------

Army National Guard:
Anchorage-----------------------------------------
Bethel -----------------------------.. --.. ----------

Fairbanks-
Juneau -- ----------------------------------

Ketchikan .. ---------------------------.. ..---

Sitka------------ ---------------------------

Bermuda---------..------- ----- ------------

Navy: Naval station-................-----------------------------
Canal Zone------------------...-------------------------

Air Force: Howard Air Force Base------- ..----------

Cuba-..--- ---. .--- ------ ..-

Navy: Public Works Center, Guantanamo Bay----------
Eritrea------------------------------------- -----

Navy: Naval Communication Unit^No. 3..--------------

3,158, 000

7, 000

380, 000
710, 000
340, 000

192, 000
480, 000
277, 000
450, 000
277, 000
45, 000

683, 000

683, 000

1,540, 000

1, 540, 000

890, 000

890, 000

1, 180, 000

1, 180, 000
I

9.869604064

Table: OUTSIDE CONTINENTAL UNITED STATES
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114 MILITARY CONSTRUCTION AUTIORIZATION -

OUTSIDE CONTINENTAL UNITED STATES-Continued
Hawaii-.-------.-----------.........------- $5, 992, 0W

Army:
Kawaihae Harbor--------------------- ------
Schofield Barracks-----------------------
Fort Shafter .

Navy:
Naval Air Station, Ford Island ...................--..-------

Naval Submarine Base, Pearl Harbor ----------------

Air Force: Hickam Air Force Base, Honolulu-
Naval and Marine Reserve: Naval and Marine Reserve Train-

ing Center, Honolulu---------------------
Army National Guard: Kealakekua---------------------

Mariana Islands--------------------------------------

Navy:
Naval Air Station, Agana---------------------------
Naval Supply Depot Guam

Air Force: Andersen Air Force Base----------------------

Midway-
Air Force: Naval Station, Midway Island ---------------

Morocco------..-----------------------------------------

Navy: Naval Radio Facility, Port Lyautey
North Ireland .----------------------------..

Navy: Naval Radio Facility, Londonderry -----------

Okinawa _-----------------------------------------

Navy: Naval Air Facility, Naha
Puerto Rico------- ---------------------------.---------

Navy: Naval Station, Roosevelt Roads -----------.-..---
Air Force: Ramey Air Force Base-----------------------
Army National Guard:

Juncos ---------- ---.-- ---- --------- ----------

Mayaguez
Air National Guard: San Juan International Airport, San
Juan ----- ----------... ....-- ----

240, 000
593, 000

2, 925, 000

1,271,000
159, 000
144, 000

615, 000
145, 000

8, 982, 000

4, 414,000
3, 060, 000
1, 508, 000

839, 000

839, 000

519, 000

519, 000

219, 000

219, 000

165, 000

165, 000

4, 735, 000

3, 324, 000
643, 000
38, 000

160, 000

70, 000

Various locations, overseas ...------------------------------- 122, 517, 000

Army ----.---.-------------.-------...4, 967, 000
Air Force ------..---- .---- ---- -...... 117, 550,000

Classified locations, overseas-----.....-------.------------------ 79, 427, 000

Army ------..-----------.----------..-----------. 77, 922, 000
Navy----------------------1, 505, 000

Locations not specified --..-----.. --------- 80, 000, 000,

Army- ..25-.... 22, 000, 000
Navy ..---- ----------- ....---..-..------ ------ 25,000,'000
Air Force----------..-- 25, 000,000
Department of Defense ..-.....233, 401, 000,



APPENDIX

Iton1. RICHARD B. RUSSELL,
Githairmnan, Committee on Arnmed Services,

United States Senate.
DEAR MAIR. CHAIRMAN: Submitted herewith are lists of Reserve Forces facili-

ties projects indicating the carryover authorization which would be provided
under section 4 of S. 3863, presently under consideration by your committee.
Consultation with your committee has previously been effected or is pending
on all listed projects, in accordance with the provisions of chapter 133, title 10,
United States Code.
The enclosures include a summary for each Reserve component involved,

showing the total estimated dollar amount of the carryover authorization based
on the obligations as estimated by the respective military departments for the
entire fiscal year 1958. The actual amount of the carryover would, of course,
be determined by the actual obligation level attained as of June 30; 1958.

Attention is invited to the fact that a reasonable amount of flexibility is pro*
vided for the Army Reserve and Army National Guard, as requested by the
Department of the Army; while an additional number of projects are listed,
the actual net carryover authorization would not exceed the June 30, 1958
unobligated balance of funds heretofore appropriated, as provided in section 4
of the proposed legislation.
Additional copies of the lists can be provided if desired by the committee.

Sincerely yours,
FLOYD S. BRYANT.

RESERVE FORCES FACILITIES SUMMARY SHIEET
Fiscal year 1958 and carryover project authorization subject to )ror:isio)Il of

H. R. 12389 and S. 3863

Army Army Naval and Air Force
Nntlonnl Rtesrvt Marine Corps Reserve
Guard Rescrvo

Total estimated cost (Federal) of listed projects. $39, 689,456 $, 553,679 $24,841,449 $22, 675, 356
Less program flexibility...............-- 7,208,288 11,858,646 9 0
Total available funding, fiscal year 1958-........ 32,381.168 0,95,133 124,841,449 22.676, 35
Estimated obligations as of June 30, 1958 ....... 14,04, 466 19,707,679 13,000,000 7,501,35Estimated carryover authorization ............. 17, 735,712 30,987,454 1 11,841,449 16,074,000

i Does not include $883,162 of unobllgated prior year appropriations for which speciflo project nuthorlMAtlon
Is contained In t. R. 12309 and 8. 383.

115

9.869604064

Table: Fiscal year 1958 and carryover project authorization subject to provisions of H. R. 12369 and S. 3863
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MIJITARY CONSTRUCTION AUTHORIZATION

ARMY NATIONAL GUARD
KEY TO TYPE OF CONSTRUCTION

A-Addition
ANOL-Ancillary
BN-Battalion
OCFMS-Combineod field maintenance shop
OONV-Conversion
EXP-Expansion
MOAS-Maylne Corps air station
MORTC-MIarlne Corps Reserve training center
MVSB-Motor vehicle storage building
NAB-Naval air station
N&MOP,TO-Naval and Marine Corps Reserve

training center
NREF.-Naval Reserve electronics facility
NRTO-Naval Reserve training center

N&ARTC-Naval and Army. Reserve training cen-
ter

OMS-Organizational maintenance shop
P--Plus
PLAT-Platoon
REH-Rehabilitation
81H--Shop hangar
TK88-Tank storage shed
TNG--Training
U-Unit
USP&FO OFF-United States property and fiscal

officer, office
UTIL,-Utilitles
WHI-Warehouse

Fiscal year 1958 and carryover project authorization subject to provisions of
H. R. 12969 and S. 3863

ARMORY

Obligations Planned Carryover
Location Type as of obligations, authoriza-

Apr. 30, Juno 30, tion
1958 1958

Alabama:
Birmingham (Med) ..................

New Brockton..'
Slocomb.........
Springville.............
Vincent----.. - ----.

Alaska:
Anchorage ..........................----
Alakanuk ----------

Dillinghan -----.. ......

Hoopers Bay...---.-----..---
Klana.. --------------
Mount Village.......................
Noatak ..... ... -.--.-
Norvik...............................
Selawik... ...........................

Shungnak ---------.. .......--

42 Scout armories ......- .....

Kodiak .............................
Nome.......................

Arizona:
Casa Gr4nde..... ....--------
Douglas..............................
Safford...... .....--- --..---.

Warren ---...--------...-
Winslow...........................

Arkansas:
De Wltt. ............

Harrison.---------- ................

North Little Rock.-------
Ozark................................
Warren. ....................

California:
Anaheim-Fullerton.............
Petaluma ----..................-..-
Riverside..................--
Victorvillo..---.-----..
Watsonvllle...-.. .................-

Colorado:
Colorado Springs.................
Fort Collins........ ...
Grand Junction....... ..

Orcley..................

La Junta............................

Counecticut: Naugatuck..... ............

Florida:
Lake City ..........................
Live Oak ...........................
Miami ...------..--
St. Petersburg.......................
Tampa ........................

1-U-P & MVSB..
1-U...---------

1-U ---------------------
1-U.---------------
1-U & MVSB............
Special- .... ..--

Special- .----

Special.-------------
Special: .-----------
Special.-----....--
Special .----
Special.----:----
Special .. ------
Special.-- ----.

Special ---- .....
l-U-(Plat) ... ...

1-U-P &MVSB.
1-U .---------
1-U & MVSB...----
1-U .--.-------
1-U & MVS...........
I,'U & MVSB ...........

1-U. ------.-

2-U-Exp.--------
5-U-P...-------
1-U-P.--- .----
1-U...---------

1-U............

1-U-.-------
1-U-----------
1-U----------

1-U-Exp ...------
2-U-P.......-------
2-U-P......-----
1-U-P & MVSB..
1-U-P ..................
1-U.---------

1-U-P & MVSB.
1-Ul & MVSB....-
4-U-.Exp................
3-U-P & MVSB-.....
(-U-Exp & MVSB.....

....... ....

....

............

,--------

..........

$4.3, 000
,... ... ...

123,012

.... i,
.---- - -

$67,813
68,313
67,000

20,000
20, 000
20,000
20,000
20,000
20, 000
20, 000
10,000
'0,000

14,584

300,600
43, 600

02, 000
91,000
45,000

92, 836
..........

....; ........

.---- - -

$160,000
70,000

450,000

840, 000

120,000
75, 000
120,000
120,000
75,040
46, 000
17,000

106,000
91,000
120,000

132, 000
13p2,000
113,000......... .

97,000 ............

97,000-..- ..
..------ 60,000

..........300

3,0oo

116

............

-----7 ......

------------

------------

------------

----I -------
.: ...........
............

------------

............

......; .....

9.869604064

Table: Fiscal year 1958 and carryover project authorization subject to provisions of H. R. 12369 and S. 3863
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MILITARY CONSTRUCTION AUTHORIZATION 117
Fiscal year 1958 and carryover project authorization subject to provision , of

H. R. 12369 and 8. 3863-Continued
ARMORY-Continued

Obligations Planned Carryover
Location Type as of obligations, authoriza-

Apr. 30, June 30, tion
1958 1958

Georgia:
Canton ..............................

Gainesville-- .. ............---

Lyons ..--.-- -- ................--

Macbn.: .- ...--..-..................-.

Do.... -----..............--

Montezuma ......-
Savannah..

Hawaii:-
Hilo........................

Do ----- -- ------- -

Honolulu--..-------------...-..
Lihue-- .. .............-----..---

Idaho:
Bonnera Ferry-..------------
Emmett............. ,.
Gooding..--------------.. ..-

Grangeville .----------.-------Idaho Falls-...--...------------

Lewiston -- ....-------_ ----...

Indiana:
Anderson---- . .. ............---

Bloomington.--------------------
Iowa:

Glenwood.--.....-.............
Le Mars--...---------.--------.-
Ottumwa.-----------------...-
Sheldon --------------------

Kansas:
Colby--..--....--------------

Mankato.................---------
Kentucky:

Ashland... ......................

Barbourvllle---------.---.----
Bowling Green.-------------
Carrollton ..-----..--.-----------------

Henderson..--------------.---
Jackson....------------- ..

Livermore...--.--------------
'London--------------.-------
Olive 11111 -------------

Paducah.-- .-----------------

Ravenna--.--------------------
Richmond....--------------.---
Russellville. .........................

Somerset.---....--------.-------

St. Matthews--...-----------------
Tompklnsvlle.---..................
Williamsburg_..... .--------

Maine:
Bangor...............................
Bath ..--------------------

Maryland: Cumberland.-----------
Massachusetts:

Bridgewater....-......................

Cambridge...-..----------------

Framingham.-.----.----.-------.---

Leominster...-------------------
Northbrldgo .............-------

Southbrldga-e..........................

Michigan:
Albion-.................................
Big Rapids...........................
Sault St. Marle...-------------

Minnesota:
East St. Paul-...--------------
RedwoodFalls-.......................

St. Cloud ............................

West St. Paul..---------------
White Bear Lake ...............

Mississippi:
Bay St. Louis... .....................

Clarksdale...........................
Greenville............................
Hattlesburg......................
Hazelhurst.............................
Iuka.................................

1-U---------------
1-U---------------
1-U.---------------
1-U-P -------------
3-U-P..-----1-U-.-...----------
8-U-P....----------

4-U-P..------------
6-U-Exp.-----------
4-U-P..--------7
1-U-Exp ------------

1-U-P & MVSB-.
1-U-P-..------------
1-U & MVSB....-----
I-U & MVSB...----.-
2-U-P & MVSB-.
2-U-Exp------------
2-U-P-------------
2-U-P...----------

1-U-----.--------
·1-U--------------
2-U----------------
I-U.--------------

-------

_. ---------

-----------

------------

------------

------------

------------

.............

---------

------------

------------

$% 649
------------

-----iki---

43

1-U & MVSB.....---------
1-U.7.7,080-------------I7,0.."------
1-U-COonv...............
1-U-P-Conv.-------
1-U-P-Cony ............

1-U .--- --

I=U......................1-U-Conyv----------
1-U---------
1-U-Conyv..--------
1-U-Conyv-- ...-------
1-U---------
1-U-Conyv...--------
1-U-Conv-------
2-U-P-Conyv..------
1-U-Conyv-.---------
1-U-Conyv----------
2-IJ-P-Conv..--------
1-U.-------------
1-U-C6nv---------

$K000
P0,000
147,000

-!!!!i---i-!....67....369..

068,000

-232 000

1-i31,010o'

::::::::::::

o...........

2-U-Exp & MVSB .....
1-U-Exp & MVSB ..I...,----- -.I---.--.1-U-P--.----------- ------- 185, 000

1-U.--------------

3-U-P..................
2-U-P--.-----------
1-U.---------------
1-U-P ...................

1-U......................

...259,"67i'
216, 595

i73,48..........

'"""$fl6,"o-o$90,000

221,000

196,000
48,000
275,000
48,000

6,000

'"oo, ooo

115,000

1180,000

11,000
8012,000

12,000
197,000
2,000
9,00097,000

2,000
1,000
3,000
11,000
12,000
10,000
132,000
3,000

150,000
76,000

200,000
.........'..

200, 000
2)0, 000

1-U & MVSB....... 180,479 .
MVSB -..6......,. ..719.-.-.-.--....
1-U & MVSB.------- ------- ---....... 225, 000
1-U & MVSB............
1-U-Rohli.---------
2-U-P & MV8B-.
1-U &MVSB-...........

1-U-Reh.......
1-U----------1-U.......----------'--'.....................

2-U-P-Exp.............
2-U-P-..................
1-U................
1-U......................

.............

49,770
.........78,038...78, O38

110,000

110,000

............6,000
265,000

5,000
54,000
84,000

54,000D
4M,000

------------

------------

------------

------------

------------

------------

------------

------------

------------

------------

-------------

............

.............

............

-----------

...I.....-

------------

------------

............

............

............

............

............



118 MILITARY CONSTRUCTION AUTHORIZATION

Fiscal year 1958 and carryover project authorization subject to provisions of
H. R. 12869 and 8. 3863-Cont!ifued

ARMORY-Continuod

Obligations Planned Carryover
Location Type as of obligations, suthorlaf;

Apr. 30, June 30, tlon '

1958 198

Misaiaippl . Continued
Laumrt----.-.-.--......-......'-......
Lumberton ------'Pascsgoula...---. .................

'Prontlss..............................
Quitnan... ...........................

issouri:
Fa rnlgton...i.......................
Fulton ...............................

Lexington.........-...........--.-
Motrrly.........-..........------..-

Montana:
Ch inook................ ....

Dllon...............................
Hamilton.. .............. ..

Whitefish...........'..............-
Nebraska: Omaha-.__.........
Nevada:

Ely ................ ...........

Yerington...........................
New Hampshire.:

Keene...........%.................
Nashua...........---.-......--.'..-

New Jersey:
Cape May Court Houso............
Delaware Township --..................
Long Branch-.......................
Woodbridge....-- ----- -

New Mexico:
Artesla..............................
Clovis................................
iwmnington .-..--..-..-....--

Hobbs ..............................
Las Cruces .........---..-- -----.---

Portalcs.............. ...--...----- .

Roswoll ..----.......-..........-----

New York:
A msterdam.--.--.....----......-....

Corning ...-- ..--....-.-.............

Dunkirk............................
Fr.p-ort...-..--......-....-......_.

(Icnva'.......................

(ieng Falls..........................
(Olovcrsville-..................---

Hlornell ..............................
Hudson .............................

Ilh ntlngion..........................
.Ina nstown ..........................Malone ............................,'dclna.'............................

(htdt'tisburg...-.,..----------
O t ,a ...............................

Oneontia ............................
Orangehurg (Nyack)..--............

Oswego.............................
Scuenectady.........................
''lconderoga........................
Troy................................
Whitehall.

North Carolina:
Benson ..............................

Durhmun...........................
Elizabeth City......................
Mooresville .........................
Mount Olive ........................
Roxxn) ............................

Slier City ..................... ......

Statesville ...........................

Windsor............................
North Dakota:

Hismarck...........................Fargo..............................
Jamestown...........................
M andan..............................
Mott................................

2-U-P..................
1-U ....................
2-U.....................
1-U.....................
1-U.....................

1-U.....................
1-U-....................
1-U....................

1-U.-----------1-U.....................

1-U.....................1-U. ----

i-U...................

1-U.. ..................

I6-U-P .................

$86,158
.50,974

.52, 033

......... oo.

........... o

1-U..................... .......................
1-U-----I------ I............ 103.735

2-U-P ............................. 213,000 ......--..-
2-U-P.................. 171,121 ..... ......------- - ---- -

0,000
2-U-P-.............
1-U-P-Exp.........
2--U-P-..--........

3-U......--........

1-U......................

1-U ....................

1-U---.................
1-U -..----......
2-U1....................
1-. -..-...-----------..

3-U-I'............

Coiny ......,.....-......

Conv--...-.....---.-
CO!V. ......---- ........

3-U--I..--..........
Conv ------------.----

Cony-..--............

ConlIv-..---.-----.-..

Cony.----

Coli-.'.
Conv. .................

2-U & MVSl...........
Conuv.............--..
Cony ................-

Conv-...-...........
Cony ...........-....-

Conyv....-..............
Conuv ........---

2-U-P-.................
Conv.---------.
Conv,\ - .----- ---------

Conv... ..... .......

Conlv ... .. ......

1-U .....................

3-11-I' .................
1-U ....................

1-U .....................

I-U.....................
1-U.....................
-U-............--.....

I-U.....................
1-U .....................

2-U-1 ..................

I-U-P..................
1-U-P..................
1-U-P-Roh.............
1- .....................

............

!............

............

.2i2,0666

56,867
56,995::::::::::::

:71: fl:::f

54,066
45,000

.35,'66'
52, 000

......W.i;~
56, 0000
413, i(M)
45, (000

,t15,6166::::45,"666 $76, 000

51,000
115,000
115,000
115,000

04,000
04,000
63,000
63,000

450,000
101,000

250, 000
74,000

338, 006
94,000
91,000

94,000
200,0Co)

401,000
39,000

45, 0(X»

........:..i
.......4.:.

f00,000

105'46. 0iwo

52,00!
96, 000

405,00;)
105,00(1

.... i6~,'&-

"

105,066J(
0, (w'

105, (XA)

105,000

212,000
142,000
153.000
120,0(y)
153,000

............

------------

............

..........-

----

----

------------

------------

------------

------------

------------

--------t--
------------

------------

-----------

I...........

I------------

I . .'-
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P'iMel year' 1958 and carryover project authorization sbfeot to provsions of
H. R. 12369 and S. 3863-Contlnued

ARMORY-Continued

Obligations Planned Carryover
Location Typo as of obNgations, authorlva.

Apr. 30, June30, tion
1058 1968

Ohio:
Columbus (north end) ...............

!>Ma.~qln..........................·.....Massilon -----------------------
Sandusky............................

(Oregon:.
Oswego.............................
Salem................................

Tennsyvlvania:
Allentown-...-----.---..............

Hanover.............................
Kutzton.. ........................
lebaMnoi.'............................
Shaoron..............................
Tamnaqua....................-.....

West Pittston...........------ ..--

Puerto Rico:
Albonito.............................
Bayamon.......-........------...
Caguas.--------------------

Humacao..---------.......--.---....
Ponco................................-
Saohana Orande ....................
g.m German.........................
Yauco....... ....................

Routh Carolina:
Allenchdoe....---...------....------
Barnberg..... .. .. .

Couway-.......-.. --......-........

Inman....-----..----------...----.-
Jonesvlllo......----------..----------
Manniing.......... .-------..------...
McCormick.....---.--.----..-------
Ridgelfind.......-------..---....-----
Saluda ----------.-....-.-..-----.---.
Sunimerville .......--.---......:..

South Dnkotn:
Lead ---------.....------.--..------.

Mhadison..................-.........
Miller .....................'......-
Mitchlil....--.--.---------..--..-
Sioux. Falls .................-.
flprlngcll...-----.----------.---------

Tennp eI@e,('O:'_
Bristol................................
Covington..-- .----......-..........

Knoxvlllo.-.---.---.------.-------.--
MIl1ul ................................

Nashville....-.--.--..............---
Sinithb'illo.-- ................-

Texas:
Bea umnont. ......--...........------
JBrownfleld.......---.-----.-----..---
Cameron..............................
Clifton.......................---..-
Coleman .......................------

Corpus Christ] .......................
Dallas, No. 4 (White Rock)..........
Dccatur..............................
Donna ...............................

(1onznles..................... ........

Ilouston, No, 3 .......................

Longview.......................
Mineral Wells....... ........

New Braunfels -....---...............Orange.-.........--.................Raymondville ...................
Terrell ..............................
Victorl .............................

'Utah: Ogden............................
Vermont:

Bradford.............................
Enosburg Falls .......................
Williston.............................
Windsor............................

3-U-P..................
1-U & MVSB...........
1-U & MVSB...........
1-U-P& MVB........
1-U.-----..

2-U-P-Rel .............

1-U & MVSI ...........

2-U.....................

2-U.---- -- ..

-U....................
3-U ......................

2-U.....................
2-U-..................
2-U-P. . ......- .....

1-U ..............
2-U.....................
1-U...............

1-U....................
1-U1................
1-U-...............
1-U..... ....

1-U........ ....

1-U..-.-...........
1-U.-..--------.---

1-U --------------.-----

1-U.----------

1-U....---.............
1-U.-..-...........
2-U-P & MVSIB........
1-U & MVSB-.........
2-U-P- ..............--
1--I-P--................i-U & MV81........--.
2-U.....................
1I-U-..........

i-v ......................

-UJ-P...................

2-U-P .----------

1-I-....--

,-v ...... . . .

2IJ---U.--

I-U.....................

2--V-P..................-
2-U-P..................
I-U .~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~1-U.....................

\-l .....................

-U-.....................

2-U......-.-.-........
1-U-P ...........
1-U-PI-.....--.
2-U-P-.-...-.-.1-U-..................

2-IJ15------------------..

1-U-P..............1-U-P------------------
1-U.... ... .........

3-U-Pi &MVSB.....

1-U.....................

1-U..................-
1-U... ...

...........

·..........o.
1-57, 807

o............

....."r.5e'

" 6,'774"

00,6360
0,'665

........ ...,

----ii------
...... ....

.....2..650.

....76..203.

(226, 90
...i50.606.
....o.....o~.

......i~.,'6$166, 000

109,00012 000£00000

150.000 ............

... ........

2.......68.
160,000

20~,000
......... .o

99,000

99,000

137,000
148,'000
12000

161,032

127,700
81,000
295,458

'""ii'o:oo'1

...o.........

.....oo.....

00

o............

74,000

....ii.:'.i'

......i..:.'
185,'84

""oooo

171,000
200000

........o....76,000
160,000
71,000
160,000
76,000
160,00

....o..~.....

99,000
99,000
90,000
99,000
99,000""99,"660
0, 000

......65;6

.~...... .....

..o..........188,6000

91,000
35,000
91,000
117,000
113,000
120,000
113,000
113,000

........f.11"08,000'
84,000
99,000
153,000

.... ........

... .....o.'o160,000
111,000

1""33,0006
113,000

..... 1i0o.

.............
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Fitcal year 1958 and carryover project authorization subject to provisions dr)H,. R. 12369 and S. 3863--Continued
* ARMORY--Continued

Obligations Planned Carryover
Location Type as of obligations, authoriza.

Apr. 30, June 30, tiou
1958 1958

Virginia:
Bassett.............................. 1-- - ------------ ----- $154 0
Big tone Gap ....................... 1-U -------- ............ ............ 154, 000
Obrlstiansburg . 1-U-P--. ------- ........... 165,000Gate Cy .----------- 1-U-P.-$135, 600.
Manas-as-..------------ 2-U-P.------- ..-...... 170,000 ............

Staunton... ------------ 1-U-Exp......-...--- ----................. 45, 00-Washington:
Camas..--.. ......--..--. 1-U-Exp..-...- .......... 60,000 ...

,Okanogan1........--.-- .- -U- ..... .-- $121,418 . .......................
Pasco---.. ------- MVSB .....- . - ----- 40,000 ....
Poulsbo....---.--.----- 1-U-Exp...------. ----- 60,000.
Shelton----. ...--.-- .-- . MVSB...------- ---- . 18,000.
Snohomish----.. ------ MVSB...------- .....--- 18,000 ............

Wenatchee.-.-----. .. MVSB....-....-- ......--- 5,000 ............

Yakima-- .. -------- MVSB....---... .... ... 26,000 ............

West Virginia:
Dunbar------ -----.. ..-----1-U-P-.. -------.. -----. 200, 000
Moundsvilleo--...--..- 1-U-P---- .. ...--. 184,480 ............
Parkersburg..------------------------- 2-U-P & MVSB..-.........--- 250,000
Princeton----- ----------- Conv...---------- ..- ..- -.-.--- 60,000
Richwood .---------- 1-U & MV8I...-...- .....- - 174,745 -..---
Ronceverte......-------- Conv.....--.---- -----. , 000
Salem ----------- ..----- 1-U-P.. -----------: .--.-- 180,000
Williamson.-.. ------ 1-U & MVSB ...--- 149,019 . ......----

Wisconsin:
La Crosse ... 1-U .-----------................... 16,000
Milwaukee ------- ---- 2-U-P .-------- ----- ------ 235, 000
Moslne -...--------- - 1-U---------------- 123,660 ........

Plymouth ..- ------.--.-. 1-U .--------.. 132,365 ------

Wausau.. ------------- 1-U-P ------ ----------.. 160, 000
Wyoming:

I,aramlo-.. ------------- 2-U-P & MVSB ........ 187,745 ----------

New Castlo..------..----- 1-U------------.-- ----- 135,000.
Total.. --------------- - ----------- 2,97, 466 9,162,028 19,614, 000

NONARMOtY-.Continuedi

Alabama: Danholly Field (Montgomery).
Alaska: Anchorage...-----.----

California:
Los Angeles (Van Nuys) ------

Stockton-....-...-------------------
Colorado: Buckloy Field ..------------
Florida: Camp Blanding...----------
Georgia: Fort Stowart.----------------.

D)o--..-----------------.----------
Hawall: Fort Ruger (Oahu).-------------
Idaho:' owen Field --------------------
Indiana: Indianapolis (Stout Field)..
Kentucky:

Capitol City Airport (Frankfort).....
Frankfort----...--..-----------
Frankfort (Capitol City).--------

Maine: Camp Keyes (Augusta)--..---
Massachusetts:

Boston (Dorchester) .---------------
Fitchburg........-----------------
Fort Dlevens (Ayer).---------------
Natick.....----.
Now Bedford ---- ... .----

Worcester.------------- ...--.

Michigan:
Canmp rayling.---------------------

Do -. ----------------..-..---

Lansing. -----------..---------------.
Mississippi: Camp Shelby.-----...--
Montana: Helena (municipal airport)...
Nebraska: Lincoln.--.-- -------

Nevada:
Carson City.....................

Do........... ...............

New Hampshiro: Concord-.........

81I ...---------..--
USP&FO Off-..-----

Sr-............----------

SIIA --------.
811G..------------------
CFMS ...------------

CFMS..------------.-
TNG...---------------
CFMS..-------.
11..----------------
OM ....--------

SIT..---. .----------

U8P&FO Off...----
WIT.-----------
OFM8.-..------

OM8 .. ------:--
8 1-.-------------
CFMS- ..--------

OM(D.S- . .---

OMIS --.-------------

OMS ....------ .-

TNO (1 Bn) .---

TNG (2 n) .-----
8 1-........-------
WH&USP&FO Off--.

OFMS..-------
USP&FO Off...........
8 .... . ..............

$95,.420
---. -- --

-------- ....--049,0W6'
---....------- 6,0$61,1.ii5 --- - - -

:216,910'

I............I

43, 000

48,000

197, 296

49,000

175,227
168,910 ----.
100,603 ...........66,000100,50~3 --.........

$71,000
97, 000

..........

167000'
221,000
580,000
63,000
72,'00
90, 000
270.,0C

183.000
400,000

39,000

67, 000
296,000
170,000
580,000
90,000
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FioWa year 1958 and carryover project authorization subject to provisions of
Hf. R. 12369 and S. 3863--Continued

NONARMO Y--Contlnued

Obligations Planned Carryover
Location Type as of obligations, authorlza-

Ar;. 30, Juno 30, tlon
1958 1958

JNew Jersey:
Osamp Drum, N. Y., for New Jersey.. TKSS (2) ...... -------- $20, 000 ...........

Do ..............--------. ...-....-.---..-.......-$..308,.000
Jersey City . ---------- OMS......---.-.--....--- . ... 49,000
Morristown- .....................--- SH.-.......-.-........-.... .....-- .-... 90,000
Orange...-.....--...-... ...- OMS----....... ..-----. .. 83,000
Trenton.............................. USP&FO Off..- ..............--- 40,000
West Orange.-....- CFMS(Util)-.. ...... 75, 000 ...-....

Do.--. C---......--.-FM8 (Andcl)---- ...-- 236,000 --..
New Mexico: santaFeC....FMS-..--...--.............-.249,000
North Carolina: Camp Butler.. .........- OFMS.-.... ....-....-.. .-- .....- 427,000
North Dakota:
Bismarck-. ..------ USP&FO Off-.........-- ........ 43,000

' Do 11........ . .......... ............ .. 57,000Oklahoma:
* Norman .................... W-- ....................... 38,704 .....--.-

.. Oklahoma City-------- 8H....------- ..-.8-.. ....- 84 000
]Puerto Rio: SBan Juan.........- FMS...-..-------- ---- 148,000 .......
Rhode Islan: thfeld ......... CFMS-......................... 265,000 ----.-
SouthC luna:; Cohlambla ....-- USP&FO Offn ......- ..... .... ........ 52,000
South Dakota: Rapid City ....... H............-..--- .. $46,328 ........

Vermont: Burlington (Camp Johnson)._. SH---------....... 42,217 .-..--
Virginia: Byrd Field (Richmond) ........ ......- ----------------............................7,149
West Virgtnia:

Buckhannon .. .................... U8P&FOOff-.................................. 48,000
Do ..............8000...........................................
Clarksburg-.....-..0.................MS0.......................0........46.0..Clarkesburg......... .................S-0X-
Parkersburg..---------- ------SH...... ---- .............--6........f5,991........

Wisconsin:
EauClalrc-0,OM8-.M............B-.... ..........................................

40,000
ayward.-....... ....... OM6S-.---- .. .-..-----..-..6...-62,000Milwaukee (West Bend)-... ..-......------...-

.....
133,138 ......

Wausau .....--..........M......MS-
..

40,000

Total.. ............ ........ .. ........... 36624 2,147,33 6,830,000_ . v u _~~~~~~~~~~~~~~~~~~~~~~~~~
0
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TECHNICAL AMENDMENTS ACT OF 1958

JULY 28, 1958.-Ordered to be printed

Mr. BYRD, from the Committee on Finance, submitted the following

REPORT
together with

INDIVIDUAL VIEWS

[To accompany H. R. 8381]

The Committee on Finance, to whom was referred the bill (H. R.
8381) to amend the Internal Revenue Code of 1954 to correct unin-
tended benefits and hardships and to make technical amendments,
and for other purposes, having considered the same, report favorably
thereon with amendments and recommend that the bill as amended
do pass.

I. GENERAL STATEMENT

As indicated in the report of the House, H. R. 8381 represents a
major step in the elimination of substantive unintended benefits and
hardships in the existing income, estate, and gift-tax provisions, and
also removes many technical errors and ambiguities in the tax statutes.

In terms of the number of changes, most of the bill deals with the
correction of inadvertent errors in the internal revenue laws. These
include inconsistencies in the statute as well as instances in which the
language in the statute does not carry out the intention of Congress
as clearly expressed in committee reports.
The more significant changes in the bill, however, are those con-

cerned with "unintended benefits" and "unintended hardships."
These relate to problems of revenue significance or are problems of
significance in the internal revenue laws.
The amendments made by your committee to the House bill fall

into four broad categories: Minor technical, perfecting amendments;
amendments changing effective dates; revisions or deletions of pro-
visions in the House bill; and the addition of new substantive amend-
ments dealing with unintended benefits and unintended hardships.
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The effective (ate changes made by your committee almost entirely
are concerned with advancing tle effective date of tile application of
the various substantive House provisions from November 7, 1956 (or
from a latee close to that time) to December 31, 1957. The Houlse
had adopted the 1956 (late because tllis was the time when a subcom-
mittee of the House committee first indicated that it, was studying
many of the sul)stantive problems. However, in view of tlhe fact that
this bill cannot now become law until more than a year and( one-half
after that date, your committee has generally advanced those effective
dates to December 31, 1957.
The bill as passed by the House contained 81 sections. Your com-

mittee has added 33 new provisions although not all of these appear
as separate sections. In addition, it has substantially revised or de-
leteld al)out half as many provisions passed by the House. 'l'he sllb-
stantive new provisions added b)y your committee, as well as tlie sub-
stantive revisions of the HIouse provisionIs and the deletions of H-ouse
provisions, are summarized below.

A. SUBSTANTIVE Ni\EW PROVISIONS

(These provisions arc generally effective as of December 31, 1957,
unless otherwise notedl)

(1) Dependency exemptions are to be allowed for a. legally alopl)ted
child where the child is neither a citizen nor resident of the United
States, if tlle child has as his principal 1)lace of abode the home of tlhe
taxpayer and is a. member of his household (sec. 5 (b)).

(2) Bribes, kickbacks, or improper payments to foreign government
officials and employees are not to be allowed as dedluctil)le expense
items if the payment would be unlawful under United(l States laws
(sec. 6).

(3) To carry out, the intent of Congress last year, 5-yeari emergency
amortization d(le(uctions are to 1)e allowed for primary processing
facilities for uranium ore or concentrate under a program of thle Atomic
Energy Commission for the development of new sources of this ore
wliere existing facilities are unsuitable because of their location (sec. 10).

(4) Thle unlimited charitablle (d(du(ction un(ler present law is avail-
able whlre in the past 8 out of 10 years an individual hlas given 90 per-
cent of his income either to charity, or to the Federal Government in
tlhe form of taxes. Those claiming this deduction are to be permitte(l
to determine their taxes in the 10 prior years not only on thle basis of
those paid in any year but alternatively on the basis of tlhe taxes im-
posed with respect to those years (sec. 11).

(5) Assessments levied by a soil or water conservation or drainage
district, invested by the(district in depreciable property, are to be
deductible b the embers of the district, by wayofthedistrict's
depreciation for such items being passe(i thri'ougl to tile members
(sec. 16).

(6) The maximum medical expense, deduction under present law is
$10,000 for a joint return annd $5,000 for a separate return, except that
the total cannot exceed $2,500 times the number of persons represented(
by tihe exemptions claimed. The bill raises the maximum medical
expense deduction to $15,000 in tile case of a taxpayer if lihe, or his
spouse, is over 65 and is totally d....bled. Where both the taxpayer

2
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and his spouse are over 65 and disabled for a long period of time the
maximum is increased to $30,000 (sec. 19).

(7) Where a. parent corporation owns 80 percent or more of the
stock of another coorporation, the tax imposed on the minority share-
holders, on a complete liquidation of the corporation (in sec. 337) is
to be reduced with respect to assets of the corl)oration which are sold
if the proceeds are distributed within 1 year (sec. 21).

(8) An exclusion from the collapsiblee corporation" provision of
1)resent. law is provided for the sale of stock where the al)preciation in
"'or(linary income assets" of a corporation does not. exceed 15 percent
of the fail market value of all of the assets of the corporation (less
lial)ilities). Th'lle effect of tlle exclusion is to tax any gain on the sale of
this stock as capital gain, rather than as ordinary income. Similar
rules are aplplica )e in tlhe case of a complete liquidation under section
333 and inl the case of sales or exchanges of corporate assets ill colilnec-
tion with thle complete liquidation of the corIoration within 1 year
(code( ses., 331 and 337) (sec. 22).

(9) Tlwe $5,000 exclusion for (leatil benefits, thle estate-tax exclusion
for contributions to a pensio nby an employer and the gift-tax exclu-
Sion provid(If elsewliere by this bill for joint and survivor elections
are to be made available to employees of tax exempt operating schools
and colleges, publicly supported charities, and religious organizations,
to the extent that the organizations pay no more than 20 percent of
tlhe compensation to an eml)loyee in the form of an annuity (sec. 24
(d), (e), and (f)).

(10) Publisllers of newsnl)apers, magazines, and other periodicals are
to be permitted for tax lpurp)oses to spread their subscription income
over the period( of tlhe subscril)tion rather than reporting it as income
in the year of receipt (sec. 29).

(11) Loans by an employee pension fund to the employer organiza-
tion are not to l)be consi(lered( as l)rohibit,ed transactions: (a) where
thle employer is prohibited by law from pledging as security for such a
loan more than half of tlle value of its assets; (b) where tlie making or
renewal of tlhe loan must. l)be approved in writing by an indlepel) ent,
trustee (and other inlelendenttrustees have not previously refused);
and (c) tlhe amount loaned by the employee fund to thi( elmlloyer does
not represent more than 25 1)e1 cent of tlhe value of all of tlie assets
of the fund (sec. 31 (1))).

(12) A lease to a. medical clinic by, a medical research foundation
of adjoining premises is to be considered as "related" if the clillic is
use(l by the foundation for research purposes, by making use of the
c(hliiC'S case histories and donated services of the clinic doctors. 'lhie
effect of this is to exclude such rental income from businesss leases"
and, therefore, to exclude it from thle base of any unrelated business
income tax which might otherwise be imposed in the case of the
tax-exempt organization involved (sec. :32).

(13) Percentage (depletion for gold is increased from 15 percent,
to 23 percent where gold ore is the princil)al product of the taxpayer
(sec. 38).

(14) Where regulated investment companies have the bulk of their
assets invested in State and local government obligations, a "pass
through" of the tax-exempt character of the interest income from the
companies to the stockholders is to be allowed. This applies to
taxable years beginning after the date of enactment of the bill (sec. 42).
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(15) Real-estate investment companies whose funds are largely
invested in real estate and real-estate mortgages (or to a limited
extent in stocks and bonds) are to be eligible for regulated investment-
company treatment. The effect of this is to tax the trusts only on
their undistributed income if they distribute 90 percent or more of
their income (sec. 44).

(16) The basis of gifts is to be increased by the gift tax attributable
thereto, except that the basis is not to be increased above the fair
market value of the property at the time of the gift. This is effective
with respect to property which has not been sold or otherwise disposed
of by the donee on the date of enactment of the bill (sec. 47).

(17) In the case of property which is involuntarily converted, no
gain is to be realized in the case of real property which is replaced
with property of a "like kind" whether or not that property is "similar
or related in service or use." Thus, the more liberal replacement rule
now applicable in the case of the exchange of business property will
in the case of real property be available under the involuntary con-
version provision (sec. 50).

(18) Casualty losses realized in connection with business property,
where the taxpayer is not compensated for the loss by insurance,
are always to result in ordinary losses and not to be offset against
gains which might otherwise be taxed as capital gains (sec. 53).

(19) Small-business investment companies, established by the
Small Business Investment Act of 1958, are to receive ordinary, rather
than capital, loss treatment, on losses realized on convertible de-
bentures acquired in supplying long-term equity capital for small-
business concerns. Second, losses realized by stockholders with
respect to investments in these small-business investment companies
are to result in ordinary, rather than capital, loss treatment. Third,
the intercorporate dividends-received deduction for these investment
companies is to be 100 percent instead of 85 percent. These changes
are effective for years beginning after the passage of this bill (sec. 61).

(20) Damages received as the result of awards or settlements for
injuries under the antitrust laws are to be taxed at a rate no higher
than if the award or settlement had been received ratably over the
period the injury was sustained. This is effective for taxable years
ending after the date of enactment of the bill for awards and settle-
merits after that date (sec. 62).

(21) A provision is added to the sections dealing with the mitigation
of the effect of limitations to provide that there is to be a retroactive
allowance (or disallowance) of a deduction or credit involving a cor-
poration where there also is a correlative deduction or credit which
was disallowed (or allowed) to a related taxpayer. This is effective as
of November 14, 1954, the effective date for these provisions under the
1954 Code (sec. 63).

(22). The provision relating to restorations of substantial amounts
hold under a claim of right is revised to take into account the World
War II excess profits tax. This is effective for taxable years begin-
ning after December 31, 1953, and ending after August 16, 1954 (sec.
64 (a)).

(23) The provision relating to the restoration of substantial amounts
held under a claim of right is broadened to provide for cases where
regulated public utilities make refunds to customers under a court
order or in settlement of litigation or under threat or imminence of
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litigation (as well as where so ordered by a governmental agency as
provided by present law) (sec. 64 (b)).

(24) The provision relating to the restoration of a substantial
amount held under a claim of right is made applicable where under a
contract subject to statutory renegotiation a second-tier subcontractor
makes a repayment to an unrelated first-tier subcontractor, pursuant
to a price redetermination. This provision is applicable to 1954
Code years for contracts entered into before 1958. Also, for con-
tracts entered into in 1958 and subsequent years relief is accorded a
second-tier subcontractor in such cases by a reduction in his taxes
by the amount they would have been reduced had the income not
been reported in the earlier year. However, in such cases the first
tier subcontractor is required to take up the income and to make the
reverse computation with respect to the prior year (sec. 64 (c) and
sec. 66).

(25) Where small-business corporations meeting certain conditions
so elect no corporate income tax is to be imposed, and instead the
shareholders of the corporation are to be taxed on the corporate
earnings on a pro rata basis and also to take into account any corporate
losses (sec. 68).

(26) The World War II excess profits tax is amended to provide
that where there is a recapitalization of a railroad in a bankruptcy or
receivership proceeding, the equity invested capital of the recapitalized
corporation, at the election of the taxpayer, is to be the same as that
of such corporation before the recapitalization. This applies to years
beginning after December 31, 1941 (sec. 97).

(27) The marital deduction provision of the 1939 Code, under the
estate tax, in general is to be available with respect to property (or a
portion of the property) where it is left to the spouse in trust for life,
or as a life estate, if she has the power to appoint the interest to her-
self or her estate (sec. 98).

(28) Claims for credits or refunds with respect to educational
expenses paid in 1954 can be filed within 60 days after the date of
enactment of this bill (sec. 101).

(29) The application of the "strict accrual" rules for vacation pay
deductions are to be postponed from January 1, 1959, to January 1,
1961 (sec. 102).

(30) For the period from 1950 to (late of enactment of this bill
inclusive, reimbursements for moving expenses received by employees
of certain corporations formed exclusively to operate laboratories for
the Atomic Energy Commission are not to be subject to income tax
unless the employees were advised at the time of employment that
this reimbursement was taxable (sec. 103).

(31) Where there has been an overpayment of income tax because
of the taxing of an amount received as sick pay, if an initial claim
for credit or refund was filed after December 31, 1951, and before
the statute of limitations expired, the time for commencing suits
for refunds is to remain open for such amounts until 1 year after the
enactment of this bill (sec. 104).

(32) Amounts received in settlement of a claim against the United
States, arising from the taking of possession or control by the United
States, pursuant to an executive order dated August 11, 1944, of a
motor carrier transportation system, are, at the motor carrier's elec-
tion, to be treated as income received in the taxable years the trans-
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portation system was ill the possession of the United States. Tilhe
election as to tillis treatment must be made within 1 year after tle (late
of the enactment, of tills bill (sec. 105).

(33) 'Ihe penalties -for failure to file a coil)lete return for the
period 1943 through 1948 are made inapplicable whereC the taxpayer
llad the same reasons to believe tllhat no taxes were (dile, as he sul)se-
(luently did with respect to a claim to which section 106 (relatilig to.
amounts received from thlle Unlited States in the caflse of certain claims
against the United States) of t.lle 1939 Code was apl)licable (sec. 1006

13. SUBSTANTIVE AMENDMENTS TO HOUSE PROVISIONS

(Other than effective (date changes which generally are advanced
to December 31, 1957.)

(1) T'lle retir(pment-income credit, las leen revised to treat earnings,
pension, or annuity income attributable to work, and social security,
railroad retirement, and otler tax-exempl)t pensions received by a
husband and wife as being attributal)le one-half to eacll for purposes
of computing thlle retireclent-ilcome (credit (sec. 2).

(2) Dealers in tax-exempl)t securities will not be required to amortize
)ondl premimnls in the case of bonds wit.ll a maturity, or call, date of
more than 5 years where tle b)oll(s are sold at a gainl. Tllis is thle same
rule as the House l)ill provides for such bonds when lield for less than
30 days (sec. 3).

(3) In thle case of improvements on leased property , etc., thle House
bill provides that renewal periods are to be taken into account where
it is morel probable tllat, a lease will be renewed than that it, will not,
ill determining tlie period over which an improvement, made by the
lessee. or an acquisition cost, is to be written off. This lihas been
amended(l to provide that tl(e iml)rovelment can be writtell off over the
initial leased period if this period accounts for 60 percent or more of
t.e useful life of tlle improvement, or in tlie case of costs of acquiring
af lease, tlle nlew provision is not to al)y)ly if 75 percent or more of thllis
cost is attributable to the initial lease period. in any case, however,
a renewal perio(l will be taken into account, where the lease actually
llas been renewed or tllerle is a "reasonal)le certainltyy" that it will be
(sec. 17).

(4) Adjustmellts attributal)le to periods before 1954 where a. tax-
payer makes a change inl metlO(d of accounting after that time,
under the House, bill generally are to be spread( forward for a period
of up to 10 years if the taxl)ayer was ill business that long before
1954 and if the change is voluntary and results in an increase of more
than $3,000 inl income. Your committee has a(lopted tlhe basic princi-
plo of tihe l.-ouse bill, but lhas made several changes in it: (a) It provides
that tile 10-year spread-forward is to be available whether or not the
taxl)ayer was il business 10 years prior to 1954; (b) it permits tax-
payers, as alternatives to the 10-year spread-forward, to determine
their tax in tile year of chang as if the income hlad been reported in
the years before 1 954 under the new method of accounting or to make
thle adjustment one-third in the year of change and one-third in each
of the prior 2 years; (c) taxpayers who have voluntarily changed over
to a new method of accounting since 1953 without permission of tile
Treasury are to be permitted to go back to their prior method of
accounting rather than make the adjustment required by the bill;
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and (d) taxpayers who make changes in their methods of accounting
for 1957, or a prior year to which the 1954 Code is applicable, may
begin the 10-year spread-forward of any positive adjustment beginning
in 1958 (sec. 30).

(5) A House provision would permit a pension fund to invest in
debentures or other obligations of the employer corporation, where
there was no security for the debentures, etc., but not have the
transaction classified as a prohibited transaction if four conditions
are met. Classifying the transaction as a prohibited transaction would
deny tlihe pension-fund exemption where such debentures, etc., were
lield. Your committee has stricken 1 of the 4 conditions required
under the House provision; namely the requirement that the obligation
acquired contain a clause indicating that it would be given a preference
no less favorable than that afforded subsequent obligations. The
otller three requirements which are retained provide that the obliga-
tion be acquired on a basis no less favorable than the market price;
that the pension trust own not more than 25 percent of any issue;
and that not more than 25 percent of the total assets of the pension
fund may be invested in the employer's obligations (sec. 31 (a)).

(6) Tlhe House bill provided that taxpayers for 1954 and subsequent
years could follow either the 1954 Code definition of property or the
rules applied under the 1939 Code, for purposes of determining per-
centage and cost depletion. Your committee retains the House pro-
vision in the case of gas and oil, but in the case of other mineral
properties it substitutes a specific definition in lieu of both the 1939
Code rules aund the 1954 Code definition. In general, the new rules
permit an aggregation of all the interests in 1 mine and the aggrega-
tion of 2 or more mines within an operating unit. More than one
aggregation is permitted. Your committee's amendments also per-
mit the breakup of an interest into two or morepIroperties where a
mine is located on each portion. The election to aggregate under
your committee's action need not be made until developmental or

operational expelises are incurred, but exploration expenses incurred
before the aggregation are to increase taxes after tlie aggregation,
to tlhe extent that there would have been an increase in taxes before
that time lhad the properties then been aggregated. These rules are
tlhe exclusive rules for 1958 and subsequent years and are an alter-
native to the 1954 Code rules for the period from 1954 to 1958 (sec. 40).

(7) The Hlouse bill provided that any gain on the sale of an ol)liga-
tion colltaining an original-issue discount was to I)e considered as
ordinary income to tlhe extent of that (liscoullt. Your committee
would continue to tax this amount in part as capital gain if there was
no intention on tilhe part of the issuer to call tlie obligation before
maturity (sec. 54).

(8) The House bill starts a new holding )crio(d with respect to
securities held in anll investment account where tilhe same tyl)e of secu-
rity is sold short to customers, but only if the short sale is 1lot closed
for a period of more than 20 days. 'Your committee lhas amended
tlis l)rovision to apply it only in thle case of stock (sec. 5(6).

(9) Before 1952, whlire a lessee contracted to play a fixed rental and
also agreed to pay tlhe Federal income tax attrilbutal)le thlereto, tile
Internal Revenue Service provided that tlhe first tax payment, of this
type should be included in tlhe lessor's income tax base, but no tax
on this tax should be so included. Since 1954 (in thle case of con-
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tracts entered into before that time), there is no tax on the tax,
although the lessee is not allowed a deduction for this payment. In
1952 and 1953, however, the tax on a tax was pyramided without
limit. The House bill applied the pre-1952 rule for 1953 and 1954.
Your committee has extended this rule for the same years to similar
contracts between corporations which, also, before 1952 were taxes
under the same rule as the lessees and lessors (sec. 96).

(10) The House bill provided that where taxp yers acquired prop-
erty in a receivership or bankruptcy proceeding where the prior tax-
payer used the retirement method of depreciation and the acquiring
taxpayer adopts another form of depreciation, then the depreciation
base is to be reduced for pre-1913 depreciation. Your committee
provides an exception for this rule for taxpayers if there was a deter-
mination by a court for any year where there was a changeover from
a retirement to a straight-line method of computing depreciation if
the decision became final after December 31, 1955, and the court
decision established the right of the taxpayer to use the straight-line
method of computing depreciation (sec. 100).

0. HOUSE PROVISIONS DELETED BY YOUR COMMITTEE

(1) The House bill would have denied the charitable contribution
deduction in the case of a trust, where the income is irrevocably
payable for a charitable purpose for a period of 2 years or more and
the wife, children, grandchildren, or other closely related members of
the grantor's family have a reversionary interest of more than 5
percent in the corpus or income of the trust (sec. 9 of House bill).

(2) The House bill would have provided that where loss is recognized
with respect to a transaction which in part is classified as a tax-free
exchange under section 358, there is to be a reduction in basis to
the extent of the recognition of the loss (sec. 17 of the House bill).

(3) The House bill would have provided a 2-year carryback and
5-year carry-forward for foreign taxes which cannot be credited against
the United States tax in the current year because of the country-by-
country limitation (sec. 37 of the House bill).

(4) The House bill would have provided, in the case of the sale or
exchange of patents by the inventor or certain other. persons, that
capital-gains treatment rather than ordinary income treatment, is to
be available where a patent is sold to a corporation where the inventor
or certain closely related persons own 25 percent or more of the stock.
Present law, which is restored, denied capital-gains treatment only
where such persons owned 50 percent or more of the stock (sec. 58).

(5) The House bill would have repealed the provision of present law
permitting certain proprietorships and partnerships to be taxed as
corporations. Your committee's action restores this provision (sec. 67).
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II. REVENUE EFFECT

It is not possible to prepare any detailed revenue estimates for
this bill. Statistical data are not available in case of most of the
provisions. In addition, and probably more important, although
there are many provisions in this bill which are expected to result in
only relatively small increases in revenue currently, they are much
more significant from the standpoint of preventing the growth of the
use of avoidance devices which might in the future result in substan-
tial revenue losses. On the other hand it is recognized that some of the
provisions may eventually result in revenue losses. On balance,
therefore, it appears doubtful whether this bill will have any significant
effect on revenues.
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IlI. GENERAL EXPLANATION

Section 1-Title, effective dates, etc.'
As indicated in the title of H. R. 8381 this bill is intended "to

correct unintended benefits and hardships and to make technical
an).endments, and for other purposes." For that reason, this bill is
to be cited as the Technical Amendments Act of 1958.
Because many of the sections in this bill are concerned with tech-

nical errors and ambiguities, the bill provides that as a general rule
the amendments made by this bill are to take effect as if originally
enacted as a part of the Internal Revenue Code of 1954. However,
under the bill, as passed by the House, the substantive provisions of
the bill for the most part were made effective as of November 7, 1956,
or with respect to the future only. November 7, 1956, had been
selected as the effective (late because this was the date of announce-
ment of consideration of these provisions by a subcommittee of the
Committee on Ways and Means of the House. However, this bill
was not referred to the Committee on Finance until January 29, 1958.
As a result, your committee concluded that the November 7, 1956,
date was no longer appropriate for these substantive provisions. For
that reason your committee generally substituted as the effective
date, taxable years beginning after December 31, 1957.
Section 2-Retirement-income credit

Present law provides a retirement-income credit which in effect
excludes from tax up to $1,200 of retirement income for those age 65
or over, and for those receiving governmental pensions also excludes a
like amount from tax where they are below age 65. This credit was
added by the Internal Revenue Code of 1954 to provide equality of
tax treatment between those receiving tax exempt social-security and
railroad-retirement pensions and those receiving other forms of re-
tirement income.
Requirements specified in the law determine the eligibility of an

individual for this credit and also tlhe amount of the credit. In gen-
eral, these conditions are patterned after conditions which must be
met in the case of social-security benefits. First, in order to be
eligible for tlhe credit, an individual must have earned over $600 a
year in 10 prior years. Second, the maximum credit is based upon a
retirement income of $1,200. The retirement income of an individual
if lie is age 65 is the income lie derives from pensions or annuities,
interest, rents, and dividends. (For those under age 65 only pension
or annuities from public retirement systems are taken into account.)
rhliird, like social-security benefits, thle amount of the retirement-
income credit available is reduced for any earned income received by
an individual in excess of $1,200 but this reduction is made only for
those under age 72 (the maximum earned income for those under age
65 and receiving Government pensions is $900). Fourth, the retire-
ment income taken into account is also reduced for any social secur-
ity, railroad retirement, or other exempt income received by ml in-
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dividual since this credit is designed as a means of according those
receiving these other forms of retirement income the same tax treat-
ment as those receiving social-security and railroad-retirement in-
come.
The House report points out that under present law the retirement

income credit operates differently in community property and non-
community-property States. It also indicates that this is a result
which was not intended at the time of the adoption of this provision
in 1954. On the basis of this, the House-concluded that the benefits
now made available in community-property States, which for the
most part are the more liberal, should be changed so as to be in accord
with the rules followed in computing the retirement-income credit in
non-community-property States.
Your committee recognizes that the retirement-income credit is

computed differently in community-property and non-community-
property States and that a change should be made so as to equalize
this treatment as between residents of these two groups of States.
However, rather than adopt the rules now applicable in non-com-
munity-property States for_ the community-property States, it
believes that it is more appropriate to extend what are generally the
more liberal rules of the community-property States to the remaining
States. This was tile course taken in 1948 when the benefits of
"income splitting" available in community-property States were
extended to the other States.
One of the areas of inequality between community-property and

non-community-property States pointed out by the House report was
concerned with variations in community-property and non-commu-
nity-property States in the manner in which it is determined whether
an individual had earnings of more than $600 in 10 prior years. In a
community-property State the earnings of each spouse are attributed
one-half to each, while in other States the earnings are attributed
only to the spouse performing the work. As a result, as the House
report points out, if only the husband worked prior to retirement, in
a community-property State this might qualify both the wife and
the husband under the 10-year earnings test while in the non-com-
munity-property State such employment could qualify only the hus-
band. The House bill amends the definition of "earned income" by
providing that community-property income for the purpose of this
10-year earnings test is to be treated as the income only of the indi-
vidlual who renders the services. Your committee's bill substitutes
for this a definition of "earned income," for purposes of this 10-year
earnings test, which provides in the case of married individuals that
earnings of an individual are to be treated as received one-half by
him an(l one-half by his spouse.

Another area of inequality between community-property and non-
community-property States pointed out by the House report also is
concerned with this same definition of "earned income," but in this
case in its application in the current year in reducing the retirement-
income credit for earned income in excess of $1,200 (or $900 in the
case of those under 65 receiving Government pensions). As pointed
out in the House report, in community-property States earned income
of the husband for this purpose is divided equally between the husband
and wife, while in non-community-property States the earnings are
attributed, in this case, only to tile husband. This variation in State
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law in some cases works to the detriment of couples in community-
property States and in other cases to the detriment of those in non-
community-property States. Present law, for example, generally is
more advantageous to those in community-property States where one
spouse has both the retirement income and the earned income. On
the other hand, present law in some cases may work to the advantage
of couples in non-community-property States where the retirement
income is split but one spouse earns all of the income. Your com-
mittee's bill provides in all of these cases, in community-property
and non-community-property States, that one-half of the earned
income is to be attributed to each spouse.
A third area of inequality under existing law exists in the case of

work-connected pension or annuity income. In community-property
States the pension income of a husband for example, is attributed one-
half to the husband and one-half to tfe wife with the result that in
the case of a $2,400 pension received both spouses may claim a credit
based upon $1,200 of retirement income. In a non-community-
property State the pension income is attributed only to the husband
and in such a case can result in only one credit based upon $1,200 of
retirement income. The House bill would correct this inequality by
permitting work-connected pension or annuity income to be attributed
only to the spouse who was actually employed. Thus, in the above
example, it would have limited the retirement income on which a
credit could be based in the community-property State to the $1,200
now available in the non-community-property State.
Your committee's bill would provide that any work-connected

pension or annuity received by a married individual is to be attributed
one-half to him and one-half to his spouse. -Thus, under your com-
mittee's bill the retirement income on which a credit could be based
in the above example would be $2,400 instead of $1,200.
The House report points out that still another area of inequality

exists under present law in the variation in community-property and
non-community-property States in the attribution of social security
railroad retirement, and other tax-exempt payments to the husband
and wife. In a non-community-property State, this income (which
reduces the retirement income) is attributed to the designated bene-
ficiary, usually the person who was employed although the social-
security program also provides half payments for wives not in covered
work.. In community-property States, on the other hand, all such
benefits are attributed one-half to each spouse. The House bill in
this respect provided that the amount of the reduction to be made
in the income of an individual because of the receipt of such income
was to be determined without regard to community-property laws.
Your committee's bill, on the other hand, provides that this tax-
exempt income, which reduces the retirement income, is to be treated
in all States as being received one-half by each spouse.
The House bill would have made the changes in the retirement-

income credit applicable with respect to taxable years beginning after
December 31, 1956. Your committee makes the changes it proposes
with respect to the rotirement-income credit effective for taxable
years beginning after December 31, 1957.

12
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Section 3-Dealers in tax-exempt securities
Under present law where, because of a relatively high rate of

interest, tax-exempt bonds of State or local governmental units are
purchased at premium prices, the premiums generally must be amor-
tized over the life of the bond. Under the general rule the investor
must reduce his cost for the bond each year by a pro rata portion of
the premium. He is given no tax reduction for this premium written
off, however, since the premium reflects the receipt of tax-exempt
interest income by the investor. As a result of this annual reduction
in the basis of the bond, a sale of the bond will not indirectly result
in a tax deduction for the premium.
An exception is made under existing law to the rule described above

for dealers in municipal bonds. These dealers are not required to
write off premiums on tax-exempt bonds which they hold for less
than 30 days. Also under this section a dealer is not required to write
off the premium on a tax-exempt bond where the maturity or earliest
call date is more than 5 years beyond the date of acquisition of the
bond. These 30-day and 5-year rules were provided as exceptions to
the general rule by the Revenue Act of 1950 in order to prevent un-
duly complicating the accounting procedures of dealers.

It is understood that certain dealers in tax-exempt bonds have been
taking advantage of the exceptions provided by these 30-day and
5-year rules. They have been making a regular practice of holding
high-interest exempt bonds for slightly less than 30 days and then
transferring them in a so-called daisy-chain procedure to other
dealers who similarly hold them for slightly less than 30 days. The
dealers engaging in these practices reduce their income by deducting
the loss attributable to the reduction in the premium during the
period they held the bond although collecting interest, attributable
to the premium, which they did not include in their income because
it was tax exempt. A similar procedure has been followed with
respect to high-interest municipal bonds- having a maturity date of
more than 5 years. In such cases also, dealers are holding the bonds
and deducting the artificial losses attributable to the premiums when
the bonds are sold or mature.
The bill, as amended by the House, would eliminate this avoidance

device by repealing the 5-year-maturity or call-date rule in present
law and by requiring the writeoff of the premium by the dealer where
the bond is held for less than 30 days if the bond is sold at a loss.
The House believed that it was necessary to require dealers to

write off the premium only where the bonds are sold at a loss because
as a general rule where the bonds are sold to other dealers, as is true
under the "daisy chain" procedure, there is no dealers' profit resulting
from transactions with customers. Thus, the House found it unneces-
sary to require dealers to amortize the premium on their tax-exempt
bonds where the bonds were sold at a profit in their ordinary transac-
tions with customers.

Thus, the House desired not to require the amortization of the
premium where the bonds are hold by dealers for less than 30 days
exceot in those cases where it was believed there was likely to be tax
avoidance. It was thought that to require the amortization in other
cases represented an unnecessary bookkeeping requirement. Your
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committee believes that the same reasoning should be applied in the
case of bonds with a maturity or call date of more than 5 years where
the bonds are held for more than 30 days. In such cases also. it would
appear that tax avoidance would be unlikely to occur where the bonds
are sold by a dealer at a gain. For that reason your committee has
restored the 5-year rule and provided that dealers need not amortize
the premium on bonds having maturity or call dates of more than 5
years from date of acquisition, irrespective of how long such bonds
are held, if they are sold by the dealer at a gain. Where these bonds
are sold at a loss the amortization of the premium which is required,
is to be made in the year of the sale.
The amendment made by the House bill would be effective with

respect to taxable years ending after November 7, 1956, with respect
to obligations acquired after that date. Your committee makes this
provision as amended effective with respect to taxable years ending
after December 31, 1957, with respect to bonds acquired after that
date.

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.
Section 4-Statutory subsistence allowance of police

Present law (sec. 120) permits police officials of States and local
governments to exclude subsistence allowances not in excess of $5
per (lay from their gross income. This provision was originally de-
signed to cover subsistence allowances of police only because it was
believed that the nature of their duties required them to incur con-
siderable expense, in proportion to their compensation, on trips away
from their posts of duty and that expenses of this type incurred by
them were greater than was true in the case of most other types of
occupations.
However, as the House report points out, since the adoption of this

provision in 1954, a number of States have altered, or are in the process
of altering, the form of payment of compensation to their police
officials in order to maximize the utilization of this $5 subsistence
allowance. Many localities have, or are also making, changes in
their compensation systems for their police officials in order to provide
tax exclusion of $5 for all policemen. Your committee agrees with
the House that there is no reason to provide what in effect is likely
eventually to amount to a $5 a day tax exclusion for police officials.
Moreover, it believes that this exclusion is inequitable because there
are many other individual taxpayers whose duties also require them
to incur subsistence expenditures regardless of the tax effect. Sub-
sistence expenses incurred by taxpayers generally in the performance
of services as employees while away from home are deductible and
as a result police officials, even without this special $5 exclusion in
the law, can claim such expenses as deductions in the same manner
as other taxpayers who are away from home.
To bring the tax treatment of subsistence allowances for police

officials in line with the treatment of such allowances in tlhe case of
other taxpayers, your committee's bill, like the House bill, repeals the
section of present law provi(linig this $5 exclusion. Tlhe House bill
however, would have repealed this exclusion with respect to taxable
years beginning after December 31, 1956. Your committee's bill, in
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order to be sure that the police officials have time to become acquainted
with this provision, provides that this provision is to be repealed
only with respect to taxable years ending after September 30, 1958,
and only with respect to amounts received as a subsistence allowance
for any day after that date.
The revenue effect of this provision is difficult to ascertain with

certainty because a number of States and local governmental units
apparently are in the process of changing their compensation systems
with respect to their police officials in order to qualify for this $5 a
(lay exclusion. Should all States and local governmental units change
their pay classification systems for police so as to allow the maximum.
daily subsistence allowance, it is estimated that the revenue cost of
the present provision would entail as much as $50 million a year.
Section 5--Definition of dependent
The House bill makes two changes with respect to the definition of

a dependent for tax purposes. These amendments by the House
have been approved by your committee without change. However,
your committee has also added a new amendment to the definition
of a dependent relating to certain nonresident, alien children who are
dependents of United States citizens.

Present' law (in sec. 151 (b)) provides an exemption of $600 for
the taxpayer and an additional exemption of $600 for the spouse of
the taxpayer. Present law (in sec. 151 (e)) also provides certain
additional exemptions for dependents (sec. 152). Among the pre-
scribed dependents for which an exemption can be taken is an indi-
vidual who for the taxable year of the taxpayer lias as his principal
place of abode the home of the taxpayer and is a member of the tax-
payer's household. Some have argued that this made it possible to
claim 2 deductions for a spouse, 1 as the spouse of the taxpayer and
1 as an individual who has as his principal place of abode tlhe home
of the taxpayer. To make it clear that this was not at any time
intended, both the House and your committee's bill amend paragraph
(9) of section 152 (a) to state specifically that the dependency exemp-
tion which can be claimed for an individual who has as his principal
)lace of abode the home of the taxpayer and is a member of the tax-
payer's household, does not include the spouse of tlhe taxpayer.

T'lhe House and your committee's bill also amend section 152 (b),
which contains the rules relating to the general definition of a depend-
ent. Oil this point it is made clear that a person who is not a close
relative but is living with the taxpayer may not be claimed as a

dependent if the relationship between tlhe taxpayer and the individual
is an illegal one under the applicable local law. For example, this
would make it clear that an individual who is a "common-law wife"
where the applicable State law does not recognize common-law mar-
riages would not qualify as a dependent of the taxpayer. This
qualification applies only to the definition of a dependent under
section 152 (a) (9).
These changes made in the definition of a dependent are effective

for taxable years beginning after December 31, 1953, and ending after
August 16, 1954, the general effective (late of income taxes under the
1954 Code.
Your committee has also amended the definition of a dependent

where the individual is neither a citizen of the United States nor a resi-
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dent of the United States (or of a contiguous country, the Canal Zone,
or the Republic of Panama). Generally, under present law, where
the dependent is neither a citizen of the United States nor a resident
of the United States, a dependency exemption cannot be claimed for
him. Your committee believes that this discriminates against Ameri-
can citizens employed abroad either by the United States Government
or by private industry who legally adopt children while they are
abroad and who cannot obtain an exemption for these children while
their employment keeps them out of the United States.
To remove the discrimination described above your committee's bill

provides that dependency exemptions may be claimed for a child of
the taxpayer, even though the child is neither a citizen nor resident
of the United States, if the child is legally adopted by the taxpayer
and for the taxable year the child has as his principal place of abode
the home of the taxpayer, and is a member of the taxpayer's household.
The exemption is to be available in such cases, however, only if the
taxpayer involved is a citizen of the United States. This change
applies to taxable years beginning after December 31, 1957.
Section 6-Improper payments to officials offoreign countries
For an expenditure to be deductible as a business expense under

existing law, it must be ordinary and necessary and directly connected
with the taxpayer's trade or business. It is not deductible if it is
clear that the allowance is a device to avoid the consequences of
violations of a law or otherwise contravenes the Federal policy ex-
pressed in a statute or regulation.
The position of the Service has been that when bribes or improper

payments are made to officials of foreign countries, such expenditures
usually are not considered to be "ordinary and necessary" business
expenses. This is not the case, however, where the foreign govern-
ment itself demands or acquiesces in the payment. In such cases
the Service has indicated that because legal recourse is not available
to, the taxpayer in the operation of his business, it would find it
difficult to sustain the position that the expenses in such a case were
not ordinary and necessary to the taxpayer's business.
Your committee believes that bribes, kickbacks, or improper pay-

ments to foreign governmental officials should not be treated as
properly deductible expense items irrespective of the position which
the foreign government may take with respect to such payments.
For that reason your committee has added a new provision (sec. 162
(c)) to existing law to provide that no business expense deduction is to
be available for expenses paid directly or indirectly to an official or
employee of a foreign country if the payment would be unlawful
under United States laws if these laws were applicable to the payment
and to the foreign official or employee.

This amendment is to apply with respect to expenses paid or incurred
after the date of enactment of this bill. The question as to whether
any expense relating to a date before the enactment of this bill is to be
allowed as a deduction is to be made without inference drawn as a
result of the enactment of this provision.
Section 7--Payments for municipal services in atomic energy commu-

nities
The attention of the House was directed to a problem relating to

persons in Oak Ridge, Tenn., and Richland, Wash., who have acquired
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real estate from the Atomic Energy Commission. In these communi-
ties persons acquiring or leasing real estate from the AEC are required
to pay the Comnmission (or its agents) for services usually rendered
by a municipality and usually paid for by taxes. These payments
would be deductible if they were paid as taxes to a municipality but
are not deductible when paid to the AEC (or its agent). Since as a
result of legislation passed by Congress (Public Law 221, 84th Cong.)
these communities are likely to become municipalities within a period
of 5 years, your committee sees no reason, during the transition period,
why the residents of these communities should not receive deductions
for income-tax purposes for amounts which generally are deductible
as taxes in other communities.

Therefore, the House bill amends section 164 of the code by adding
a new subsection (f) permitting the deduction for income-tax purposes
of amounts paid AEC for municipal-type services by owners of real
property within a community qualifying under section 21b of the
Atomic Energy Community Act of 1955. Your committee has
accepted the House provision without change, except for the change
in effective date noted below.
An owner, for purposes of this provision, is to include a person who

holds property under a lease of 40 years or more from the AEC
because prior to the passage of the Atomic Energy Community Act of
1955, AEC entered into long-term lease arrangements with some of
the families in these communities, but required payments for munic-
ipal-type services from them at least equal to the payments required
by those purchasing property. The term "owner" also is to include
persons who have entered into contracts to purchase property under
section 61 of the Atomic Energy Community Act of 1955.

In the House bill, this provision would apply to taxable years
beginning on or after January 1, 1957. In view of the time which has
passed since this provision was reported out by the House com-
mittee, your committee has advanced the effective date of this pro-
vision 1 year, so that it will apply to taxable years beginning on or
after January 1, 1958.

This provision is expected to result in a negligible revenue loss.
Section 8-Worthless securities in affiliated corporations
This provision, which is the same in the House bill and bill as

amended by your committee, corrects a grammatical error in section
165 (g) (3) (B) of the 1954 Code relating to worthless securities in
affiliated corporations. In the definition of affiliated for this purpose
it strikes out the words "rental from" and inserts "rental of."
Section 9-Nonbusiness bad debts

Present law provides that in the case of a taxpayer other than a
corporation, a worthless nonbusiness debt is to be treated as a short-
term capital loss, Such a loss is first offset against capital gains, and
then, if any loss remains.against other income but only to the extent
of $1,000 a year for a period of 6 years. On the other hand, a business
bad debt can be offset in full against ordinary income.
Under the 1939 Code a business-created debt, which became worth-

less after the taxpayer left the business in which the debt arose, was
considered a nonbusiness bad debt. The 1954 Code provided, how-
ever, that if either the creation of the debt or its becoming worthless
was connected with a taxpayer's business, the loss would be character-
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ized as a business bad debt, and consequently, was fully deductible
against ordinary income.

It is possible to argue that a business-created debt would qualify
as being fully deductible against ordinary income in the hands of a
donee, executor, or transferee who was not, and never had been, en-
gaged in the trade or business in which the debt arose. To preclude
this possible result, the House bill changes the reference to "a tax-
payer's trade or business" to "a trade or business of the taxpayer."
Your committee has accepted this provision without change. Thus
only if the debt was created or acquired in a trade or business of the
particular taxpayer claiming the- loss deduction, and subsequently
became worthless, will it be treated as a business loss which is fully
deductible against ordinary income.

This provision in both the House bill and under your committee's
version, is effective for taxable years beginning after December 31,
1953, and ending after August 16, 1954, the general effective date of
the income taxes under the 1954 Code.
Section 10-Facilities for primary processing of uranium ore or uranium

concentrate
In 1957 Congress enacted a provision severely restricting the

authority of the Office of Defense Mobilization to issue certificates
for rapid amortization of emergency facilities. Under this rapid
amortization provision, a taxpayer who constructs a facility is per-
mitted to charge off 'some portion of the cost of the facility over a

period of 5 ye-.rs, instead of over the useful life of the asset, if it is
certified by the Office of Defense Mobilization that the investment is
"necessary in the interest of national defense." Under the amend-
ments made to this provision last year, certificates for 5-year amortiza-
tion could be issued after August 22, 1957, only for (1) new or special-
ized defense facilities as defined in the bill and (2) for research and
development facilities for national defense. In addition, the authority
to issue rapid amortization certificates is to be terminated completely
as of D)cember 31, 1959.
A problem has arisen in connection with the definition of "new or

specialized defense items" for which certifications may be made after
August 22, 1957, and before December 31, 1959. The definition of
this term in tlhe bill indicates that it means only items which are
produced for the Defense Department or for the Atomic_Energy
Commission for use in the national defense program, and then only
if existing productive facilities are unsuitable because of the iten\'s
newness or its specialized defense features.
On thle basis of the above definition it has been held that it is not

possible to certify any part of a uranium processing facility as a "new
or specialized defense item" eligible for the 5-year emergency amortiza-
tlon provision. Nevertheless, it was clearly intended' that suchI
facilities would be eligible for this certification as is indicated by the
report of your committee last year with respect to the restrictions
imposed on tile issuance of certificates for rapid amortization of
emergency facilities. In that report in connection with the discussion
of the term "new or specialized defense item" it was stated as follows:

It is also possible that the defense program may require
that particular facilities be available in a place where they
were not heretofore available and this could be a specialized
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defense feature justifying rapid amortization. Thus, for
example, if new sources of uranium ore are required to be
developed by the Atomic Energy Program. and these require
primary ore processing facilities near the site of the ore,
where they are not presently available, they may be certified
for rapid amortization as involving a specialized defense
feature.

To carry out the intent of Congress with respect to primary proces-
sing facilities for uranium ore or concentrate, your committee has
amended the emergency amortization provision of present law
(sec. 168 (e)). In this amendment it provides that certificates for
emergency amortization after August 22, 1957, and before January
1, 1960, may be issued not only for the "new or specialized defense
items" or "research development or experimental services" provided
for by previous law, but also for primary processing facilities for
uranium ore or concentrate under a program of the Atomic Energy
Commission for the development of new sources of this ore or con-
centrate. However, no facilities for primary uranium-ore or concen-
trate processing may be certified for emergency amortization unless
existing facilities are unsuitable because of their location.
Where applications for certificates were filed before the passage

of this bill and within 6 months after the beginning of construction,
reconstruction, erection or installation, or the date of acquisition of
the facility, your committee's bill provides that an emergency amorti-
zation deduction is to be available, where the facility is subsequently
certified, even though the certification (lid not take place before the
filing of the company's tax return for the year in question. Also,
where the application for the certificate is filed at any time within 3
months after the date of enactment of this bill, the emergency
amortization deduction is to be available for prior years even though
the certificate was not issued before the filing of the tax return, and
even though the application for the certificate was not filed within
6 months after the beginning of construction, reconstruction, erection
or installation, or the (late of acquisition of the facility.
Section 11-Unlimited deduction for charitable contributions by

individuals
Under present law the charitable contribution deduction of an

individual is generally limited to 20 percent of the taxpayer's adjusted
gross income, although in the case of contributions to churches, schools,
and colleges, and hospitals the limit is 30 percent instead of 20 percent.
However, in addition to this the statute has long permitted a deduc-
tion for charitable contributions without limit where certain conditions
are met. Before an individual is eligible for the unlimited charitable
deduction, however, he must establish that lie has for an extended
period of time given the bulk of his income to charity or to the Govern-
ment in thle form of taxes. More specifically, to be eligible for the
unlimited deduction he must in the current year and in 8 out of the
10 preceding years have given 90 percent of his taxable income to
charity or to the Federal Government in the form of income taxes
(for this purpose taxable income is computed without regard to the
charitable deduction, personal exemptions, or any net operating loss
carryback to the year in question).

19



TECHNICAL AMENDMENTS ACT OF 1958

Under present law in determining the amount of income tax foi
purposes of this 90 percent test, a taxpayer is to take into account
those income taxes "paid during such year in respect of such year or
preceding taxable years." Situations have come to the attention of
your committee where individuals fail to meet the 90 percent test
merely because the income taxes were paid in an earlier or later year
than the year in question. For example, under the present rule
deficiencies subsequently determined cannot be attributed back to the
year with respect to which the income tax liability arose. Moreover,
payments may occur other than in the year of liability because of
payments with declarations of estimated tax made after the end of
the year of liability or because of payments made at the time of filing
the return which also occurs in the year after the year of liability
The rule in present law with respect to unlimited charitable deduc-

tions is restricted quite narrowly to those cases where the great bulk
of an individual's income is spent for charitable purposes. Your
committee believes that it is unfortunate to deny the benefits of
the unlimited charitable deductions in those cases where an individual
does not qualify under the present provisions merely on the grounds
of the timing of the income-tax payments. As a result, your com-
mittee has amended the unlimited charitable deduction provisions
of present law (sec. 170 (b) (1) (C)) to provide that instead of taking
into account the income tax paid during any year in determining
whether or not the 90 percent test is met, the individual can take
into account the income tax paid "in respect of" any year, or in
other words may take into account income taxes of the year of
liability. For this purpose a taxpayer may take into account tax
payments made in 1 year in determining whether that year qualifies
as one of the 8 years, and liabilities in the case of another year in
determining whether or not that year qualifies. However, where a
specific tax payment is taken into account in the year of liability
this same amount may not also be taken into account in the year of
payment (where that year is different from the year of liability).

This amendment applies with respect to taxable years beginning
after December 31, 1957. Thus, it will apply in determining whether
or not an unlimited charitable deduction is available in 1958 and sub-
sequent years.
Section 12-Charitable contribution carryover for corporations

Present law (in sec. 170 (b) (2)) provides a 2-year carryover of
charitable contributions in excess of the 5-percent limitation for cor-
porations. Present law (in sec. 172) also provides a net operating
loss carryback of 2 years and a carryforward of 5 years. Under cer-
tain circumstances the interrelationship of this charitable contribu-
tion carryover and net operating loss carryover, may give rise to a
double deduction, because of the different methods provided for the
computation of these two carryovers.

This possible double allowance of the same amount can be illus-
trated, for example, by a corporation with a net operating loss of
$100,000 in 1 year which is carried over to a second year in which it
has a taxable income of $100,000 before taking account of a $5,000
charitable contribution and before the application of the net operating
loss carryover. In this second year, the net operating loss is applied
first and wipes out the $100,000 of taxable income. Thus, the $5,000
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charitable contribution becomes a carryover to the third year. How-
ever, in determining whether any net operating loss from the first
year is still available for application in the third year, present law
may provide that the $5,000 charitable deduction was applied first
in the second year and, therefore, that for this purpose only $95,000
of the net operating loss was considered to be absorbed in that year.
As a result, $5,000 of the net operating loss from the first
year may still be available in the third year as well as the $5,000
charitable contribution carryover from the second year.

This section, in both the House and your committee's bill, eliminates
any possibility of a double allowance for the same amount in such
situations by reducing the amount of the charitable contribution
carryover to the extent that a charitable contribution deduction,
which has been disallowed as a deduction for the year of contribution,
in effect, operates to increase the net operating loss carryover to a
succeeding year.
Both the House bill and your committee's action with respect to

this provision, the following provision, and several other provisions
in this bill make certain changes in the law to make it clear that
specified double deductions are not allowable. Although there may
be other areas in existing law where there is confusion as to whether
or not certain situations might be considered as giving rise to double
deductions, the clarifying amendments made in this bill are not
intended to imply that in other areas where there may be confusion,
double deductions are allowable under existing law.

Tnis provision is effective with respect to taxable years beginning
after December 31, 1953, and ending after August 16, 1954, the general
effective date of the income taxes under the 1954 Code.
Section 13-Limitations on charitable contribution deduction

(a) Prepaid interest and charitable contributions.-Under present
law a double deduction may be available to a taxpayer if interest on
a loan secured by property is prepaid, and the property is donated to
a charitable organization. In such a case, a cash-basis taxpayer
generally may deduct the full amount of prepaid interest at the time
of payment. Where property (such as real estate) which secures
such a loan is contributed to a charitable organization subject to this
encumbrance the value of the gift is increased by the amount of this
interest which has been prepaid by the donor. Hence the donor
becomes entitled to a charitable contribution deduction which in-
cludes not only the value of his equity in the property donated but
also the amount of interest he has prepaid. Since he also is entitled
to a separate deduction for the interest item, the amount of prepaid
interest is deducted twice: once as prepaid interest and again as a
part of the charitable contribution.
The bill, both as passed by the House and as reported by your

committee, eliminates the possibility of this double deduction by
adding a provision (largely in subpar. (A) of sec. 170 (b) (4)) to the
effect that the amount of any charitable contribution is to be reduced
by any deduction for interest which has been prepaid by the taxpayer
(or is to be paid by him in the future), and which is attributable to a
liability assumed by the charitable organization to the extent the
interest paid is attributable to any period after the making of the
contribution.
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(b) Interest and charitable deductions for bonds purchased with
borrowed funds and donated to charity.-It has been reported that a
somewhat similar situation to that described above exists wherein
taxpayers borrow money to purchase bonds (or other indebtedness),
and then donate the bonds to a charitable organization subject to tlhe
loan just before a date on which they would receive interest income
from the bonds. In this case the donor may have paid thle interest
on the loan before giving the bond (or other obligation) to charity.
If so, he receives an interest deduction. Moreover, where interest
income from the bond is not received until after thle bond is given to
charity, the amount of the charitable contribution also reflects the
present value of the interest income shortly to be received by the
charity. However, under present law it is not clear that in all circum-
stances this amount is necessarily reflected-in thle gross income of the
donor. Thus, taxpayers may receive both an interest deduction and
a charitable-contribution deduction for what in reality relates to the
same amount.
The new paragraph (4), of section 170 (b), provided by both the

House bill and your committee's version, deals with this problem by
providing that in thle case of a charitable contribution of a bond or
other obligation, the amount of the charitable contribution is to be
reduced by interest paid on a loan to carry the bond to the extent
attributable to the period before making thle gift and to thle extent
the interest income from tlhe bond has not been included in the donor's
gross income.

(c) Effective date.-Under the House bill both of the provisions
described above apply to taxable years ending after November 7,
1956, but only with respect to charitable contributions after that date.
Your committee's action will make these provisions applicable to
taxable years ending after December 31, 1957, with respect to
charitable contributions after that date.

(d) Revenue effect.-The two above provisions are expected to result
in an increase in revenue over the long run but are of such a nature
that estimates of current revenue gain cannot be made.
Section 14-Amortizable bond premium
Under the 1939 Code a premium on a taxable bond generally was

amortized over the period from tle (late of acquisition of tile bond to
its maturity or, if it had a call date, to the earliest call (late. The bond
premium written off in this manner was deducted in computing ordi-
nary income, but any gain on disposition of the bond was subject to
capital-gains treatment.
Under these rules where a bond was callable prior to maturity, a

taxpayer could deduct this premium ratably over the period from tlhe
date of acquisition to the earliest call date. If the bond was not
actually called at that time, even though the premium had been
deducted in full by tlhe taxl)ayer against ordinary income, when he
sold the bond any gain lie received attributable to the premium was,
nevertheless, taxable at capital-gains rates. In some cases bonds
were issued with early call dates with the result that the l)urchasers
were able to write off against ordinary income any premium over a
short period of time. Then tlhe bonds were sold and gains attribu-
table to tile premium were taxed at capital-gains rates. It was
possible for this process to be repeated indefinitely, so long as the
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premium price existed for the bonds, by groups buying and selling the
bonds to each other.
The 1954 Code (sec. 171) attempted to prevent this tax avoidance

by permitting the amortization of premiums onll callable bonds to the
earliest call date only if this call date was -more than 3 years from the
(late the bonds were issued. However, taxpayers found they could
accomplish much the same result as under the 1939 Code by using
bonds with call dates slightly more than 3 years fro.,n the date of the
issue of the bonds and by waiting until these bonds are 3 years old
before buying and selling them.
To stop this tax avoidance, the House bill would amend the code

(sec. 171 (b)) to require that the bond premium on any taxable bond
acquired after November 7, 1956, may not be amortized to any date
earlier than tlihe maturity date of the bond (unless a smaller deduction-
results from amortizing the amount to an earlier call (late). Your
committee has accepted this provision with one substantive modi-
fication: the proposed new treatment hlas been made applicable to
bonds acquired after December 3.1, 1957. Under both versions of the
provision where a bond is called prior to maturity the unamortjiYzed
bond premium may be taken as a deduction against ordinary income
in the year the bond is redeemed.

Thllis provision, as modified by your co.nmnittee, applies to all taxable
l)onds without regard to date issued (afid whether or not issued before
January 22, 1951) whiichl are acquired after December 31, 1957
insteadd of after November 7, 1956, as provided in tlhe House bill).

''Thlis provision is expected to result in an increase ill revenue over tle,
long run but is of such a nature that estimates of the current revellue
gain cannot be made.
Section 15-Net operating loss deduction
The 1954 Code made a number of changes in the method of com-

puting the net operating loss (sec. 172) and also, for purposes of this
loss provision, in thle method of computing income in tihe years to or

through which losses are carried. In general, the 1954 Code pro-
vision more nearly follows the "statutory-income" concept rather
than tle "econolic-income" (Concept; that is, it gives taxpayers
witli net operating losses, to thle extent possible, the same deductions
as taxpayers with more stable income rather than attempting to
limit tile benefit of tie net operating loss carryover to wlhat might
l)e termed thle economic loss. As a result, tlhe 1954 Code rules are
usually somewhat more generous tllan those provided by thle 1939
Code.
A problem has arisen in connection, with the transition from the

1939 Code rules witli respect to the net operating loss provision to
those under tlihe 1954 Code. Present law (sec. 172 (f)) provides that
in determining a net l)operating loss in tlhe case of a taxable year.rwlhich
began in 1953 and ended in 1954, tlhe loss is to be compulted under
the 1939 Code provisions and then under the 1954 Code provisions.
Tlhe allowable loss consists of a portion of each of these losses, based
upon tilhe portion of the year falling in the calendar year 1953 and the
portion falling in the calendar year 1954. However, a taxable year
wliich begins in 1953 and ends in 1954 (and a. sort taxable year be-
ginning in 1954 and ending before August 17, 1954) generally is a
taxable year exclusively subject to the provisions of the 1939 Code.
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As a result, when a net operating loss is carried to such a year or
through it to a subsequent year, the 1939 Code rules are followed
with respect to this year.
The provision in the House bill, which your committee has accepted,

equates the method of computing net operating losses in these cases
by providing that where a loss is carried to, or through, one of these
years, the 1954 code concepts are to apply on a pro rata basis with
respect to the portion of such year which falls in the calendar year
1954.
Your committee did amend the House provision, however, in one

respect because 3 years have now elapsed since 1954 and many of the
transitional years with which this provision is concerned are now
closed years. To prevent relief from being denied in such cases, your
committee amends this provision to provide that if a refund or credit
with respect to this provision is prevented on the date of enactment
of this bill or within 6 months after that time by the operation of any
law or rule of law (except closing agreements or compromises) refund
or credit, nevertheless, is to be allowed if the claim is filed within
6 months of the date of enactment of this bill. No interest is to be
paid or allowed on any refunds or credits arising from this provision.

This provision is expected to result in a one-time revenue loss of
approximately $1 million.
Section 16-Assessments levied by soil or water conservation or drainage

districtsfor certain depreciable property
Under existing law (sec. 175) a taxpayer engaged in the business of

farming may treat expenditures paid or incurred by him for the purpose
of soil or water conservation for land used in farming or for the pre-
vention of erosion of land used in farming as expenses which are not
chargeable to a capital account. Expenditures so treated are allo' ed
as a deduction. Expenditures qualifying for this treatment include
amounts (not otherwise allowable as a deduction) paid or incurred by
a taxpayer to satisfy any part of an assessment levied by a soil or
water conservation or drainage district to defray expenditures rrade
by such district which, if paid or incurred by the taxpayer, m ould be
deductible under section 175.

Expenditures qualifying for this treatment do not include expendi-
tures for the purchase, construction, installation, or improvement of
structures, appliances, or facilities which are of a character which is
subject to the allowance for depreciation provided in section 167 of
the code. As a result assessments paid or incurred by a taxpayer
which are levied by such districts to defray expenditures made by
such districts for the purchase, construction, installation, or improve;-
ment of structures, appliances or facilities which are of a character
subject to the allowance for depreciation are not eligible for a deduc-
tion under section 175.
Your committee has added an amendment to put such taxpayers in

somewhat the same position they would have been in if they hld
made the expenditures for depreciable property directly instead of
through the district. In effect this amendment passes through to
the taxpayer his share of the district's depreciation deductions with
respect to its depreciable property.
Your committee's amendment provides a deduction with respect to

any assessment levied after December .31, 1957, by a soil or water
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conservation or drainage district to defray expenditures for the pur-
chase, construction, installation or improvement of such property to a
taxpayer who is the owner of the land in respect to which such assess-
ment was levied (whether or not the taxpayer was the owner of such
land when the assessment was levied) to the extent of the taxpayer's
share, as determined under regulations prescribed by the Secretary or
his delegate, of the district's depreciation deduction for such property,
This deduction can be available for any taxable year to a taxpayer
with respect to such an assessment only if during the taxable year the
taxpayer is engaged in the business of farming and uses the land in
respect of which such assessment was levied in farming. The deduc-
tion for any taxable year (when added to the amount of similar
deductions for prior taxable years) cannot exceed the amount of
such assessments levied in respect to the land of the tax-
payer before the close of the taxable year. For this purpose the soil or
water conservation or drainage district's depreciation deduction for
any such property for any taxable year is an amount (computed by
the district) equal to the amount of the deduction which would be
allowable to the district under section 167 for such property for such
taxable year. Appropriate adjustments to basis are required for
amounts allowed as deductions under this provision which result in a
reduction of the taxpayer's taxes, but not less than the amounts
allowable for the taxable year and prior taxable years.
Your committee's amendment shall apply with respect to taxable

years beginning after December 31, 1967.
Section 17-Improvements on leased property
Under present law, where a lessee makes improvements on leased

property, he generally is permitted depreciation or amortization with
respect to this improvement based upon the life of the improvement
or the length of the lease period, whichever is shorter.
Where the lease period is shorter than the useful life of the improve-

ment, the present rule permits the lessee to recover his cost over a
shorter period of time than would be true if he owned the property.
This rule generally reaches the correct result, however, since the
lessee usually has possession of the improvement only over the period
of the lease and, therefore, should not be required to spread his cost
over any longer period of time.

Similarly, there is a problem as to the period over which the cost of
acquiring a lease should be written off. Examples of such costs are
cases where a lessee subleases a property to a sublessee and requires
an additional payment, over and above the specified rent, from the
sutblessee either for an improvement the lessee may have made with
respect of the property or because the property had become more
attractive for some particular use than was recognized at the time of
the initial lease.

(a) Options to renew-.Problems are presented under the rules out-
lined above where there is an option on the part of the lessee to renew
the lease. Court decisions in general have held that renewals of
leases are not to be taken into account in determining the period over
which a lessee's improvement is to be written off, unless the facts
show with reasonable certainty that the lease will be renewed. The
Treasury regulations in general reflect this rule for renewal of leases
both in the case of improveintits made by lessees and also in the case
of specific costs incurred in acquiring a lease.
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As indicated by the report of the Committee on Ways and Means,
the House believes that the establishment of "reasonable certainty"
that a lease will be renewed before the renewal period can be taken
into account in determining the writeoff period for a lessee's improve-
ment or a cost of acquiring a lease, makes it unlikely that these renewal
periods will be taken into account ill very many of these arrangements.
As a result, the House bill provides in these cases that tlie term of the
lease in determining the wriiteoff period for these-improvement or
acquisition costs is to include any renewal periods unless the lessee
establishes that it is more probable that the lease will not be renewed
than that it will. (See proposed code sec. 178 (a).)
Your committee in general agrees with the House that where there

is an option to renew a lease these renewal periods should be taken
into account where it is more likely that the lease will be renewed than
that it will not. However, testimony presented before your com-
mittee has illustrated the difficulty in determining whether or not
a lease will be renewed. Therefore, your committee amends this
provision to provide more objective rules for the application of this
new provision. Your committee's amendments provide that in the
case of improvements made by a lessee the new provision is not to
apply if the unexpired lease period (determined without regard to
any unexercised option to renew) accounts for 60 percent or more
of the useful life of the improvement. In the case of costs of acquiring
a lease, your committee's amendments provide that the new provision
is not to apply if 75 percent or more of this cost is attributable to the
unexpired lease period. However, if because of these 60 percent o01
75 percent rules the new provision is not applicable, but nevertheless
the lease has been renewed or there is a "reasonable certainty" that
tile option to renew the lease will be exercised then the bill as amended
by your committee provides that the renewal period still will be taken
into account.

(b) Closely related lessees and lessors.-Another problem dealt with
in the Ho.use bill is concerned with cases where the lessee and the
lessor are closely related and improvements are made by the lessee
where the life of the improvement is longer than the period of the
lease. Where thle lessee and lessor are strangers, writing the improve-
ment off over tlhe leased period, which is shorter than the improve-
ment's life, presents no particular problem since the lessee in such
case is unlikely to be making gifts to the lessor. Thus, any improve-
ment with a life longer than the lease period might well be reflected in
lower lease payments. However, where the lessee and lessor are
closely related and thus may be willing to permit value to be trans-
ferred from one to tlhe other, permitting the cost of the improvement
to be written off over tlhe lease period alone may in effect be merely a
way of obtaining rapid depreciation.
To deal with this problem the House bill provides that if the lessee

and lessor are related persons, the cost of any improvement made by
the lessee on tlhe leased property may be recovered only over the useful
life of tihe improvement. For this purpose, thie House bill l)rovided
that the rules specified in section 267 (b) and (c) would be followed with
two exceptions: the family of all individual is to include only his
spouse, ancestors, and lineal descendants and that control for purposes
of this section is to mean ownership of 80 percent or more rather than
50 percent or more.
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Your committee has accepted the House provision concerning
leases between closely related persons (proposed code sec. 178 (b))
except that it has expanded the definition of related persons to
include a relationship which it is believed was unintentionally omitted
from the House provision. Under your committee's bill related per-
sons will also include lessors and lessees who are corporations and
are members of an affiliated group which is eligible for filing a consoli-
dated return (as defined in sec. 1504). Generally, this includes cor-
porations where there is a common ownership of 80 percent or more.

(c) Effective date.--The House bill makes this provision effective
with respect to improvements begun after December 31, 1956, except
for improvements made on and after that date where the lessee is
under a binding obligation to make the improvements before that
date. Since this effective date refers only to "improvements" and
not to "any cost of acquiring the lease," the House bill may make
the change with respect to costs of acquiring a lease effective as of
the effective date of the income taxes under the 1954 C(ode rather
than with respect to costs incurred after December 31, 1956. Your
committee believes that this was, unintentional and, therefore, it is
amending the effective date provision to make it clear that it applies
to costs of acquiring a lease incurred after the specified date as well
as in the case of improvements begun after that date. Your com-
mittee also is advancing the effective date to July 28, 1958, so that
it will apply to costs incurred in acquiring a lease and with respect to
improvements begun after July 28, 1958 (other than improvements
which on that date and at all times thereafter the lessee was under a
binding obligation to make).

(d) Revenue effect.-This provision is expected to result in an in-
crease in revenue over the long run but is of such a nature that esti-
mates of the current revenue gain cannot be made. \
Section 18-Medical, dental, etc., expenses in case of decedent_

Present law (sec. 213 (d)) of the code permits the deduction in the
last year of a decedent of expenses for his medical care which are paid
out of his estate during the 1-year period after his death. These
expenses are treated as if they had been paid by the taxpayer at the
time they were incurred. This deduction is not available unless a
statement is filed that the amount has not been claimed or allowed as
a deduction for estate-tax purposes and a waiver of the right to this
amount as an estate-tax deduction has been filed. It is possible to
take certain other deductions, also allowable under section 2053 or
2054, as deductions in computing the taxable income of the estate,
but here they may not be allowed unless a statement has been filed
that they have not been allowed as deductions for estate-tax purposes
and a waiver of the right to claim these amounts as estate-tax deduc-
tions has been filed, In this case, however, the statement referred to
need only indicate that the amounts have not been allowed as deduc-
tions for estate-tax purposes, while in the case of the statement
required where the amounts are taken as deductions in the last year
of the decedent, tlhe statement, must indicate that they have not been
claimed or allowed as deductions for estate-tax purposes.

This provision, conforms the language in section 213 (d) (2) (A) of
the code relating to the deduction of the expenses in the last year of
the decedent with the language in section 642 (g) which allows other

28508-58--8
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expenses as deductions to the estate. The conforming amendment is
merely to remove the requirement that the statement filed must
indicate that the amount has not been "claimed" as an estate-tax
deduction. The statement will still have to show, however, that the
amount has not been allowed, and is waived, as a deduction for estate-
tax purposes.

This change is effective with respect to taxable years beginning
after December 31, 1953, and ending after August 16, 1954, the general
effective date of the income taxes under the 1954 Code.
Section 19-Increase in limitation on medical deduction for a taxpayer

or his spouse who has attained age 65 and is disabled
Under present law the maximum deduction allowed for expenses

paid for medical care is $5,000 in the case of a taxpayer who is single
or a taxpayer who is married but files a separate return. The max-
imum deduction allowed is $10,000 in the case of a taxpayer filing a
joint return with his spouse, a taxpayer who is a head of a household
or a taxpayer who is a surviving spouse. In no case, however, is the
maximum more than $2,500 per tax exemption.
Your committee believes that these maximum amounts should be

increased where a taxpayer or his spouse is disabled and has reached
age 65 before the close of the taxable year. Accordingly your com-
mittee has amended the code (sec. 213) to increase the maximum
deduction to $15,000 in the case of a taxpayer who is single and who
has reached age 65 and is disabled, or a taxpayer who is married but
files a separate return but who has reached age 65 and is disabled.
In the case of a taxpayer filing a joint return with his spouse the max-
imum deduction is increased to $15,000 unless both the taxpayer and
his spouse have reached age 65 and both are disabled. In this latter
case the maximum allowance is increased to $30 000. However, in a
situation in which this $30,000 maximum is applicable, no more than
$15,000 of the expenses of the taxpayer may be taken into account
and no more than $15,000 of the expenses of the taxpayer's spouse
may be-taken into account.

In the case of a head of a household who has reached age 65 and is
disabled, and in the case of a surviving spouse who has reached age
65 and is disabled the maximum deduction is increased to $15,000.
Under your committee's amendment an individual is considered

disabled if unable to engage in any substantial gainful activity because
of a medically determinable physical or mentalimpairment which can
be expected to result in death or to be of long-continued and indefinite
duration.

This change is made effective for taxable years beginning after
December 31. 1957.
Section 20.--Deductions by corporations for dividends received

It is understood that at the present time some corporations are
buying stock just before a dividend is payable with the intention of
receiving dividend income and then immediately after the dividend
is received, selling the stock. In such cases, the selling price of the
stock, other things being equal is less than the purchase price by
approximately the amount of the dividend. Thus, the corporation
receives: (1) dividend income against which it can take a deduction
for 85 percent of the amount received, and (2) a loss, of approximately
the same size, which can be deducted in full against ordinary income
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in the case of dealers in securities or in other cases can be offset against
capital gains. Since only 15 percent of the dividend received is taxed,
the applicable rate on the income is reduced from a rate approaching
52 percent to one approaching 7.8 percent. On the other hand, the
loss upon the sale of the stock, in the case of a dealer would be fully
deductible against other income taxed at a rate as high as 52 percent
or in the case of other corporations would be a short-term capital loss
which is deductible against capital gains taxed at either 25 percent or
at a rate as high as 52 percent.
A similar problem is presented where a corporation maintains both

a "long" and a "short" position over the dividend payment date. In
this case the corporation receives: (1) Dividend income against which
it can take a deduction of 85 percent for thcr dividend received; and
(2) an ordinary business expense deduction, which is fully deductible,
for the amount of the dividend which the corporation has to pay the
person from whom it borrowed the stock.
Your committee agrees with the House that the intercorporate

dividend received deduction should be denied in the types of situations
described above. To discourage this tax avoidance the House bill
added a new provision (sec. 246 (c)) to the Code which denies any
dividends received deduction for dividend income where the corpora-
tion has held the stock for 10 days or less. Your committee has
accepted this provision except that to give greater assurance of block-
ing any tax avoidance it would apply this new rule if the stock was
held for no more than 15 days before the sale of the stock.
Both the House and your committee's bill also deny the 85 percent

dividends received deduction where the corporation is, on the dividend
date, in both a "long" and "short" position with respect to sub-
stantially identical stock or securities (or otherwise under obligation
to make corresponding payments with respect to these securitiess.
A special rule is provided in the case of cumulative preferred dividends
attributable to a period of more than 1 year. In such cases, the
dividends received deductions are denied if the corporation has held
the stock for 90 days or less instead of for 15 days or less (10 days or
less under the House bill).
,The House bill provides that this provision is to apply to taxable

years ending after November 7, 1956, in the case of shares of stock
acquired after that time. Your committee's action will make this
provision applicable with respect to taxable years ending after De-
comber 31, 1957, in the case of stock acquired or short sales made
after that date.
This provision is expected to result in an increase in revenue over

the long run but is of such a nature that estimates of the current
revenue gain cannot be made.
Section 21--Gain or loss on sales or exchanges in connection with certain

liquidations
Section 21, as added by your committee, would amend section 337

of the Internal Revenue Code of 1954 (relating to gain or loss on sales
or exchanges in connection with certain liquidations). The new
provision would be applicable to certain sales of property by a cor-
poration which is owned at least 80 percent by another corporation
and which has, in addition, minority shareholders.
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Section 337 was added by the 1954 Code in order to eliminate the
uncertainties which arose under the 1939 Code where property was
sold in connection with the complete liquidation of a corporation.
Under the 1939 Code, if the corporation was considered to have sold
the property and the proceeds were considered to have been distributed
to the shareholders, there would be 2 taxes imposed with respect to
the sale-1 at the corporate level and 1 at the shareholder level. On
the other hand, if the corporation was considered to have distributed
the property in liquidation and the property was considered to have
then been sold by the shareholders, only a single tax-imposed at
the shareholder level-would be due. Section 337 eliminated this
trap for the unwary and made unimportant the formalities of the
transaction. Section 337 provides that if a corporation adopts a
plan of complete liquidation, no gain or loss shall be recognized to
the corporation from sales of property by the corporation after the
adoption of the plan provided the corporation is completely liquidated
within 12 months:

Section 337 of the 1954 Code, however, was not made applicable to
sales or exchanges of property by a corporation where the corporation
is owned 80 percent by another corporation and where the liquidation
is tax free to the majority shareholder with a carryover to the parent
corporation of the subsidiary's basis for its assets (sec. 337 (c) (2) (A)).
Section 337 was apparently made inapplicable to this situation be-
cause there is no tax imposed upon the majority shareholder on the
liquidation so that, as to the majority shareholder, there is no possi-
bility of the imposition of two taxes with respect to a sale of property
by the liquidating corporation. However, if there are any minority
shareholders in the case of the liquidation of such a subsidiary, those
shareholders will be required to pay a tax if the amount received by
them on liquidation exceeds their stock basis. Accordingly, if the
subsidiary corporation sells its property before the liquidation, a corpo-
rate tax will be payable by the subsidiary, and, in addition, the minor-
ity shareholders will be taxed when their share of the proceeds of the
sale are distributed to them in complete liquidation. Your committee
believes that it is neither necessary nor, desirable to deprive minority
shareholders in this situation of the benefits of section 337.
The amendment made by section 21 would add a new rule to

section 337 applicable only to minority shareholders. The general
effect of this rule is to reduce the tax payable by the minority share-
holders on the liquidation. This is accomplished by first increasing
the amount they are considered to have received on the liquidation
(this increase is an amount equal to their proportionate share of the
amount by which the tax imposed upon the subsidiary would have
been reduced if section 337 had applied to sales of property by it)
and then by deeming the shareholders to have paid an amount of tax
equal to the amount of the increase. The new rule does not affect
the tax treatment of the subsidiary corporation, nor does it affect the
tax treatment of the majority corporate shareholder. The new rule
is for the sole purpose of insuring that the minority shareholders will
be placed in the same position, after taxes, as if there had been no
majority corporate shareholder and the subsidy corporation had
been able to utilize section 337.
The new rule is applicable to corporations which have adopted a plan

of complete liquidation on or after January 1, 1958, and with respect to
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which section 337 does not apply solely by reason of the application of
section 337 (c) (2) (A). Accordingly, this new rule is applicable only
where the corporation is owned 80 percent or more by another cor-
poration and there is a complete liquidation which is tax free to the
majority corporate shareholder (under sec. 332), with the corporate
shareholder taking as its basis for tile property received by it the basis
of such property in the hands of the liquidating corporation.
The application of the new rule may be illustrated by the following

example: Assume that corporation S, having only common stock out-
stan(ling, is owned 90 percent by corporation P (which has owned the
S stock for 3 years) and 10 percent by individual A (a calendar year
taxpayer); and that the sole assets of corporation S are 2 buildings,
each having a fair market value of $100,000 and a basis to the corpora-
tion of $50,000. Assume further that A.'s basis for his stock is $10,000.
On August 1, 1958, corporation S adopts a plan of complete liquida-
tion. On September 1, 1958, corporation S sells 1 of the buildings for
$100,000 and distributes in-complete liquidation during the following
month the other building and the proceeds of the sale (less $12,500
retained to pay the tax imposed on such sale). Under the new rule,
the amount realized by A on the distribution is increased by $1,250
(A's proportionate share of the amount by which the tax imposed upon
corporation S on such sale or exchange would have been reduced-
assuming a 25 percent rate of tax-if sec. 337 had been applicable).
Thus, tlie tax imposed upon A with respect to the complete liquidation
is computed as follows: the amount realized by A is $18,750 ($10,000
for A's one-tenth interest iil the building not sold, plus $8,750 repre-
senting A's proportionate share of the $100,000 received by corpora-
tion S on thle sale of tlhe building less the tax imposed upon corporation
S on such sale) plus $1,250 (the increase in the amount realized
provided by tile new rule), or $20,000. Since A's basis for his stock
is $10,000, the capital gains tax imposed on A with respect to the
complete liquidation (assuming a 25-percent tax rate) is $2,500.
Under the new rule, A shall be deemed to have paid $1,250 in tax.
Accordingly, after credit, A will be left with $17,500 in,property and
money. This is tile same amount A would have had if tile corpora-
tion had not sold any property, but rather had distributed all its
property in complete liquidation and A had sold his interest in the
property received by him, and also is the same amount A would have
been leftt with, after taxes, if section 337 hlad applied to such sale.
Section 22-Collapsible corporations

Section 341 of the 1954 Code relates to collapsible corporations.
The purpose of this provision, enacted originally in 1950, is to prevent
income which would otherwise be taxed at ordinary income-tax rates
from being converted into income taxable at capital-gain rates merely
by use of the corporate entity. For example, the collapsible-corpora-
tion provisions are intended to prevent a taxpayer from transferring
inventory items owned by him to a corporation and then selling the
stock of the corporation at capital-gain rates to avoid the ordinary
income tax which he would have been required to pay if lie had sold
the inventory directly.
The collapsible-corporation provisions of present law, however,

both by their terms and as interpreted, are so broad that in a number
of situations they may have exactly the opposite effect from that
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intended-instead of preventing the conversion of ordinary income into
capital gain, they may instead convert what would otherwise be capital
gain into ordinary income. The applicability of the provisions of
present law, moreover, depends upon the subjective intent of the
parties, a matter which is obviously difficult to determine. Further-
more, if the collapsible-corporation provisions do apply, the entire
gain of the shareholder is taxed at ordinary income rates, notwith-
standing the fact that had the shareholder not employed the corporate
entity a large part of his gain might have been taxed at capital-gain
rates. For these reasons, the collapsible-corporation provisions
present law frequently impede or prevent legitimate business transac-
tions and in some cases even result in the imposition of ordinary in-
come taxes which would not be imposed if the shareholders of such
corporations had not employed the corporate method of doing business.
Under present law there are three limitations on the application of

the collapsible corporation provisions. (In general, sec. 341 is not
applicable in the case of shareholders owning 5 percent or less of the
corporation's stock; where 70 percent or less of the shareholder's gain
is attributable to the collapsible property; or where the shareholder's
gain is realized more than 3 years after the completion of the manufac-
ture, construction, production or purchase of the collapsible property.)
However, these limitations, as interpreted, do not eliminate the prob-
lems described above. For example, in the case of corporations
engaged in the development of natural resources, which have con-
tinued development activity, the shareholders of such corporations
can never be certain that their stock interests in such corporations will
not be regarded as stock interests in a collapsible corporation, not-
withstanding the fact that their corporations have little or no inven-
tories and that the properties of such corporations (if sold by the
corporation or by the shareholders) would be regarded as properties
the sale of which would result in capital gain. Similarly, real-estate
corporations established by investors (as distinguished from dealers)
holding rental property for investment only may be regarded as
collapsible corporations under present law.

Section 22, as added by your committee, would amend section 341
by adding a new subsection providing 4 limited exceptions to the
application of the collapsible corporation provisions. Your committee
believes that this amendment is desirable in order to avoid determina-
tions of subjective intent in the situations described in this amendment
and also to avoid the possibility in this area of the conversion of capital
gain income into ordinary income. Furthermore, it is believed that
this amendment. will have the effect of removing some of the impedi-
ments that presently exist in the case of legitimate business trans-
actions without permitting the tax avoidance which the collapsible
corporation provisions are intended to prevent.
The four exceptions to the existing rales applicable to collapsible

corporations relate to: (1) sales or exchanges of stock (other than sales
or exchanges of stock to the issuing corporation or to certain related
persons); (2) certain distributions in complete liquidation taxed as
capital gains under section 331; (3) certain complete liquidations for
which nonrecognition treatment is provided under section 333; and
(4) certain sales or exchanges of property by the corporation under
section 337 (relating to nonrecognition of gain or loss on sales or ex-
changes in connection with certain liquidations). A transaction will
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not come within any of these exceptions unless the net unrealized
appreciation on the "ordinary income" assets of the corporation does
not exceed 15 percent of the net worth of the corporation (in general,
the excess of the fair market value of the corporation's assets over its
liabilities). The "ordinary income" assets of a corporation, in general,
are those assets of the corporation which, if sold at a gain, would result
in the imposition of an ordinary income tax on the corporation. If
any shareholder of the corporation owns more than 20 percent of the
corporation's stock (5 percent in the case of liquidations under sec.
333), the "ordinary income" assets of the corporation include those
additional assets of the corporation which, if sold at a gain by such
shareholder, would result in the imposition of an ordinary income tax
on such shareholder.
The definition of-"ordinary income" assets is also applied on a

shareholder-by-shareholder basis in two situations: (1) The first situ-
ation is where a shareholder owns more than 20 percent of the corpora-
tion's stock and also owns or owned more than 20 percent of another
corporation's stock during the preceding 3-year period and more than
70 percent of such other corporation's assets are or were similar or
related in service or use to more than 70 percent of the assets of the
corporation. In this case, any sale or exchange of the stock of the
other corporation during the preceding 3-year period will be deemed
to have been a sale or exchange of the assets of such other corpora-
tion by the shareholder. Similarly, any sales or exchanges of assets
by such other corporation which qualify under section 337 (a) will
be considered sales or exchanges by the shareholder. These addi-
tional requirements will prevent an individual from avoiding dealer
status, for example, merely by using a separate corporation for each
venture. (2) The second situation where the definition of "ordinary
income" assets is applied on a shareholder-by-shareholder basis is
where the shareholder owns 20 percent or less of the corporation's
stock, but more than 5 percent of the corporation's stock. In this
situation, there is no reference to the shareholder's interests in other
corporations (as under (1)), but there is taken into account as to
that shareholder, the net unrealized appreciation in assets of the cor-
poration which would be "ordinary income" assets under the defini-
tion if the shareholder had owned more than 20 percent in value of
the corporation's stock.
These tests are for the purpose of insuring that the amount of un-

realized ordinary income in a corporation's assets is relatively small
in comparison to the total assets of the corporation, taking into account
the tax status of the shareholders of a corporation, so that they will
not be able to change the character of their income merely by em-
ploying the corporate form of doing business. Thus, under these
rules, opportunities will not be created for the conversion of ordinary
income into capital gain. In the case of a complete liquidation of a
corporation, your committee believes that additional requirements
must be imposed in order to prevent the shareholders of a corporation
from liquidating their corporation, paying a capital-gain tax on such
liquidation, and thereby obtaining a stepped-up basis for depreciable,
depletable, or amortizable assets, in order to reduce for the future the
ordinary income produced by such assets. Accordingly, in addition
to meeting the percentage tests described above, in order for distribu-
tions in complete liquidation under section 331 to qualify under this
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exception, the following three conditions must be met: (1) within the
12-month period beginning on the date of the adoption of the plan of
complete liquidation, substantially all of the properties held by the
corporation must be sold; (2) following the adoption of such plan, no
distribution of depreciable, depletable, or amortizable property can
be made to the shareholders; and (3) section 337 must be applicable to
sales or exchanges of property by the corporation within such period.
Where all of these conditions are met, your committee believes that
the transaction is substantially the same as a sale by the shareholders
of their stock and so should qualify under the statutory exception.

Thle application of the provision added by your committee, in the
case of sales or exchanges of stock, may be illustrated by the follow-
ing examples: Assume that, tile sole asset of a corporation is appreci-
ated land, and that the corporation is not a dealer in such property.
If no shareholder of the corporation owning more than 20 percent of
the corporation's stock is a dealer in such land (and if no more-than-
20-percent shareholder owns, or has owned, within the preceding 3
years, more than 20 percent of the stock in a corporation more than

-70 percent in value of whose assets are property similar or related in
service or use to the assets of this corporation) then gain from sale of
stock by any shareholder owning more than 20 percent of the corpora-
tion's stock will not come within the provisions of section 341 (a). If,
on the other hand, a shareholder owningmore than 20 percent in the
value of the corporation's stock is a dealer in land, no sale of stock by
any shareholder in the corporation will come within the statutory ex-
ception added by your committee. If no shareholder owning more
than 20 percent of the corporation's stock is a dealer in land, but a 21-
percent shareholder has owned and sold, within the past 3 years, similar
stock interests in corporations having similar property, then such sales
of stock shall be taken into account, as to that shareholder only, in
ascertaining whether he is a dealer and therefore is prevented from
coming under the exception. Similarly, if no shareholder owning more
than 20 percent in value of the corporation's stock is a dealer in land,
but a shareholder owning 6 percent of the corporation's stock is a dealer
in such land, a sale of stock by the 6-percent shareholder will not
qualify under the exception, lnotwithstandinlg the fact that sales of
stock by other shareholders may qualify.
The amendments containe(d in section 22 to the collapsible corpora-

tion provisions are not for the purpose of causing any corporation to
be regarded as a collapsible corporation. Your committee recognizes
that there may be legitimate corporate enterprises that will be unable
to meet the terms of the limited statutory exceptions contained in
section 22. Your committee does not believe that any inference
should be drawn from tihe failure of any corporation, or the failure of
any corporation with respect to any of its shareholders, to meet tlhe
requirements for any or all of the new statutory exceptions to the
application of the collapsible corporation provisions. Accordingly, it
is expressly provided that in determining whether any corporation is
a collapsible corporation within the meaning of section 341 (b) of the
1954 Code, the fact that such corporation, or such corporation with
respect to any of its shareholders, (toes not meet the requirements of
any of the new rules shall not be taken into account, and such deter-
mination shall be made as if such rules had not been enacted.
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The new rules added by your committee are to apply to taxable
years beginning after December 31, 1957, but only with respect to
sales, exchanges, and distributions after thie date of enactment of this
bill.
Section 23-Certain acquisitions of stock
The 1954 Code rules relating to sales of stock to related corporations

were effective as of June 22, 1954. Under existing court decisions
where a sale of stock to a related corporation was made before June
22, 1954, on an installment basis and installment proceeds are re-
ceived in a period coming under the 1954 Code, the tax treatment of
these installment proceeds is governed by the rules provided by the
1954 Code, notwithstanding the fact that the sale was made prior to
the change in the law, and that the parties to the sale relied upon the
law in effect at the time they made the sale.
A somewhat similar problem exists in the case of sales of stock to

related corporations where contracts to sell the stock were entered
into before June 22, 1954, but the actual sales occurred after that date.
The 1954 Code rules under present law clearly apply to such a sale,
notwithstanding the fact that transactions of this type could not be
altered on or after June 22, 1954.
The House concluded that in the case of transactions of the two

types described above, where the terms of the contract were firmly
established when only the 1939 Code tax rules could be relied upon,
that it is only proper that the 1939 Code rules should continue to
apply even though the transactions were not constumniated until after
June 22, 1954. Your committee agrees with that conclusion.
The House bill provides for the two problems described above by

adding a sentence to section 391, the effective da.te provision in the
case of distributions by corporations. This sentence makes it clear
that the 1939 Code provisions are applicable in determining the extent
to which property received on an acquisition of stock is to be treated
as a dividend in the case of any acquisition of stock involving redemp-
tion through the use of related corporations (sec. 304) which occurred
before June 22, 1954. The sentence added by the House bill also
provides that the 1939 Code provisions are to apply to acquisitions of
stock in this manner which occurred between June 22, 1954, and
December 31, 1957, under a contract entered into before June 22, 1954.
Your committee's action accepts the House provision with one modi-
fication. It makes the 1939 Code applicable to acquisitions of stock
which occurred between June 22, 1954, and December 31, 1958
(rather than 19057), where they are pursuant to a contract entered into
before June 22, 1954.

This provision is to be applicable as if included in the 1954 Code on
thile date of its enactment.

This provision is expected to result in a negligible revenue loss.
Section 24-Taxation of employee annuities

(a) Income tax treatment of nonjorfeitable annuity contracts purchased
by tax-exempt educational, charitable, or religious organizations.-Under
present law (sec.' 403) an annuity purchased by an employer for an
employee, under a qualified nondiscriminatory type of plan, is taxable
at the time the employee receives the annuity payment rather than
in the year the payments are made for the annu.iity by the employer.
However, where the employer is a tax-exempt educational, charitable,
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or religious organization, described in section 501 (c) (3), this defer-
ment of tax in the case of the employee is available with respect to
annuities whether or not they are paid under a qualified nondiscrimi-
natory type of plan.

It is understood that certain of these organizations are paying se-
lected employees all, or almost all, of their compensation in the form
of annuities. Usually these are part-time employees of the organiza-
tion who derive their principal income from other employment, and
desire to be compensated by the organization in the form of an annuity
rather than money, as a means of deferring income taxes on funds
they in any case intend to save.
Your committee agrees with the House that these organizations

should not be permitted to trade on this tax-deferment privilege for
their employees. Accordingly, your committee has accepted without
change the new subsection the House bill adds to section 403. This
new subsection provides-that in the case of annuity contracts pur-
chased for employees by educational, charitable, or religious organ-
izations exempt under section 501 (c) (3), if the annuity contract does
not come under a qualified nondiscriminatory plan and the employees
rights to the contract are nonforfeitable, the amount contributed by
the employer is to be excluded from the gross income of the employee
in the taxable year of the contribution only to the extent the contri-
bution does not exceed an "exclusion allowance" for the year. The
"exclusion allowance" is 20 percent of the employees' compensation
for the last 12-month period multiplied by the employees' years of
service, reduced by the amounts contributed by the employer for an-
nuity contracts which were excluded from the gross income of the
employee in prior taxable years.
The regulations under present law (sec. 1.403 (a)-1 (3)) provide

that an annuity contract purchased by an exempt organization quali-
fies provided the purchase of the annuity is "merely a supplement to
past or current compensation." Among the factors mentioned as to
whether an annuity contract is a "supplement to past or current
compensation" is whether the annuity contract is purchased as a
result of an agreement for a reduction of the employee's salary or
whether it is purchased at his request instead of an increase in current
compensation to which he otherwise might be entitled. In such cases
the regulations state that the amount paid for the contract is to be
considered current compensation. Your committee intends the ob-
jective 20 percent rule set forth above as a complete substitute for
these rules in the regulations. An exception, however, would exist
where with respect to an amount already earned an employee took
a reduced amount and accepted an annuity instead. In such a case
he would have already constructively received the compensation and
then converted it into an annuity. Your committee believes that
the deletion of these rules in the regulations is particularly important
in view of the fact that they favor new employees at the expense of
existing employees, who apparently cannot change their terms of
employment to conform with those of the new employees.

(b) Income tax treatment offorfeitable annuity contracts purchased by
organizations exempt from tax under section 601 or 621.-The House
bill also is concerned with a problem closely related to that described
above. This relates to the granting of a forfeitable type of annuity
by a tax-exempt organization where the employee will at some later
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time obtain a nonforfeitable or vested interest. For example, an
annuity may be granted to an employee in 1 year, but the employee
may be required to work for the organization for some specified number
of years before his rights to the annuity become nonforfeitable. Under
present law an employee is not taxed in the year the forfeitable annuity
is purchased for him, nor is he taxed in the subsequent year when
his right to the annuity becomes nonforfeitable with respect to
amounts already set aside. This is true whether or not the employer
is an exempt organization. However, under existing law a taxable
organization is unlikely to enter into such an arrangement since it
would receive no deduction for its payments for the annuity. In the
case of a tax-exempt organization, however, this denial of a deduction
is of no consequence since such an organization is free of tax.
The House report points out that tax-exempt organizations can

achieve the same result through the use of these forfeitable annuities
which vest after the income is earned as is presently possible for the
educational, charitable, and religious organizations prior to the amend-
ment described in (a) above. Moreover, this applies not only with
respect to educational, charitable, and religious organizations exempt
under section 501 (c) (3) but also with respect to all other organiza-
tions exempt under section 501 such as chambers of commerce, social
clubs, labor unions, etc., and also farmers' cooperatives exempt under;
section 521.
To prevent any possible abuse in this area the House bill provides

that the rule in new section 403 (c) (403 (b) of the present law) is
not to apply to an annuity contract purchased by an employer ex-
empt from tax under section 501 or 521. The amendment made by
the House was intended to provide that if an employee of a tax-
exempt organization received an annuity which was forfeitable at
the time the contributions were made, the annuity was to become
taxable in full at the time the employees' rights to it changed from
forfeitable to nonforfeitable. Your committee agrees with the goal
sought here by the House committee but makes a clarifying amend-
ment. A new provision has been substituted (to be subsection (d)
of section 403) providing that if the rights of an employee under an
annuity contract purchased by a tax-exempt employer changed from
forfeitable to nonforfeitable rights, the value of the contract on the
date of the change is to be included in the gross income of the em-

ployee at that time. Your committee did make one- modification,
however, which does constitute a change in policy from the provision
as provided by the House. It makes the new rule applicable only
to the extent the value of an annuity which becomes nonforfeitable
after December 31, 1957, is attributable to amounts contributed
by the employer after that date. The House provision would have
made the new rule applicable with respect to contracts which became
nonforfeitable after a specific date, irrespective of when the contri-
butions to such annuities were made by the employer.

It should be made clear that by making forfeitable annuities taxable
in the case of exempt organizations at the time they become non-
forfeitable, there is no intention of changing the time of imposing
tax in the case of forfeitable annuities paid by other than these exempt
organizations. Other forfeitable annuities will continue to be taxable
at the time the payments are received by the annuitant. Nor is this
intended to change the timing of the taxation of nonforfeitable annui-
ties in any way.
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Paragraph (6) of the new section 403 (b) in both the House bill and
under your committee's action provides an exception to the forfeitable
rul- outlined above, in the case of tax-exempt educational, charitable,
and religious organizations. It provides that at the time of the
vesting of a forfeitable employee annuity paid by one of these organi-
zations, the value of the annuity is to be treated as a payment subject
to the 20-percent exclusion described above. Then, if the contribu-
tions do not exceed 20 percent of the total compensation with respect
to both current and past service (or to the extent it does not exceed
such amount), the value of the annuity will not be taxable to the
employee.

(.c) Death benefit and estate and gift tax exclusions.-Your committee
has added three new closely related amendments to this provision
of the House bill. At the present time an employee of an industrial
concern covered by a qualified pension plan not only is able to defer
the taxation of contributions made to such a plan by the employer
until the amounts are received but also receives certain other tax
benefits as well. Among these is an exclusion for up to $5,000 paid
with respect to an employee's death within 1 taxable year, and an
exclusion from the estate tax base of a decedent employee with respect
to his employer's contributions. Also, an exclusion from the gift
tax base with respect to an employer's contribution (as added by
section 72 of this bill) is provided in the case of the exercise (or non-
exercise) by an employee of an election as to survivor benefits.
The House, by providing thle 20-percent rule described above, has

in effect established a substitute for educational, charitable, and
religious organizations for the "qualification" required of industrial
plans. As indicated previously, your committee is in accord with
the action taken to establish this 20-percent rule but in so doing
believes that the other major benefits accorded in the case of indus-
trial plans should also b)e made available to the educational, chari-
table, and religious organizations whose pension payments qualify
under the 20-percent rule (or to the extent they qualify under the
20-percent rule). Therefore, it is extending to these organizations
the three tax benefit provisions referred to above. However, in the
case of the educational and charitable organizations, your committee
is extending these additional tax benefits only to a limited group.
The educational organizations covered are those which maintain a

faculty and curriculum and have a regularly enrolled body of pupils
in attendance where its educational activities are carried on. The
charitable organizations covered are those which receive a substantial
part of their support from a governmental unit or from the general
public.
The income-tax exclusion for nonforfeitable death benefits up to

$5,000 for employees of tihe specified educational, charitable, and
religious organizations is provided by an amendment to section 101
(b) (2) (B). This amendment in the new clause (iii) provides that
the exclusion of up to $5,000 is to be available with respect to the
portion of the distributions represented by the employer s contribu-
tions which come within the 20-percent rule.
The estate tax exclusion for annuity contracts purchased for em-

ployees by one of the specified tax-exempt organizations is provided
by the addition of a new paragraph (3) to section 2039 (c). Also, in
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the same subsection it is provided that contributions by one of these
tax-exempt organizations for an employee's annuity is not to be con-
sidered as contributed by the employee (and, therefore, is to be free
of estate tax) to the extent it qualifies under the 20 percent rule.
The gift tax exclusion for the exercise (or nonexercise) of an election

to provide survivor benefits under annuity contracts purchased for an
employee by one of the specified tax-exempt organizations is provided
by an amendment to the proposed new section 2517, added by sec-
tion 72 of this bill. The amendment provides that the gift tax
exclusion is to be available to the extent of the tax-exempt organiza-
tion's contribution which did not exceed the limitation imposed under
the 20 percent rule.

(d)'Effective dates.-The House bill would make the new 20 percent
rule with respect to annuities purchased by educational, charitable,
and religious organizations effective with respect to taxable years
beginning after December 31, 1956. The House bill also applies the
same effective date with respect to the change made in the tax treat-
ment of forfeitable annuities purchased by tax-exempt organizations
generally. Your committee has advanced the effective date in both
of these cases to taxable years beginning after December 31, 1957.
Also, as indicated previously, in the case of the revised tax treatment
to be applied in the case of forfeitable annuities which become non-
forfeitable, your committee makes the new rule applicable only to the
extent attributable to the amount contributed by the employer after
December 31, 1957. In the case of the new provisions added by your
committee, the amendment relating to death benefits up to $5,000 in
the case of certain educational, charitable, and religious organizations
is to apply with respect to taxable years beginning after December 31,
1957; the amendment extending the estate tax exclusion in the case
of annuities received by the estates of the deceased employees of
these organizations is made effective with respect to estates of de-
cedents dying after December 31, 1957; and the extension of the gift
tax exclusion in thie case of the exercise (or nonexercise) of survivor
benefits in the case of employees of the same organizations is to apply
with respect to calendar years after 1957. In the case of both the
estate and gift tax effective dates, these are the customary type of
effective dates for prospective amendments in the case of these taxes.

(e) Revenue effect.-The provisions adding the 20 percent limitation
in the case of annuities paid to employees of educational, charitable,
and religious organizations and the new treatment proposed with
respect to forfeitable annuities which become nonforfeitable and which
are paid by tax-exempt organizations, are expected to result in an
increase in revenue over the long run but are of such a nature that
estimates of current revenue gain cannot be made. On the other
hand, the extension of the death benefit exclusion of up to $5,000, the
estate tax exclusion, and the gift tax exclusion, in the case of the
determination of survivor rights, which under your committee's
amendments are to be applicable to certain types of educational,
charitable, and religious organizations and their employees, are ex-
pected, in the long run, to result in a decrease in revenue but in this
case also the nature of the data available makes it impossible to make
estimates of current revenue loss.
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Section 25-Contributions of employer to employees' trust or annuity
plan

This section, which has not been changed by your committee,
corrects an error in punctuation. It amends the section of the code
relating to the deduction of employer contributions to certain em-
ployee trust and annuity plans, etc. (sec. 404 (a)), by inserting a
semicolon and a comma.
Section 26-Employee stock options granted by parent or subsidiary

corporation
Section 421 (d) of present law, for purposes of the restricted stock

option provision, defines parent and subsidiary corporations in terms
of specified relationships to the "employer" corporation. However,
section 421 (a), in the so-called employment rule, provides that an
individual is not entitled to "restricted stock option" treatment unless
at the time he exercises the option he is (or was in the last 3 months)
an employee of the corporation which granted the option, or a parent
or subsidiary of such corporation, or (2) a corporation or a parent or
subsidiary of a corporation issuing or assuming a stock option as
result of a corporate reorganization, liquidation, etc. Since the cor-
poration "granting" the option, or "issuing or assuming" it may be
the parent or subsidiary corporation, rather than the employer cor-
poration, the definitions of parent and subsidiary in section 421 (d)
which are in terms of the latter technically do not cover this rule.
The House bill, which your committee has accepted without change,

extends the definition of parent and subsidiary corporations, for pur-
poses of the employment rule (in sec. 421 (a)), to cover cases where
an individual is, or has been, an employee of a parent or subsidiary
corporation of the corporation which granted the option (or which
issued or assumed the option). This was done by providing that the
term "employer corporation" as used in the definition of parent and
subsidiary corporations is to be treated as if it were the "grantor
corporation" (or the "corporation issuing or assuming a stock option
under section 421 (g)").

This provision is effective with respect to taxable years beginning
after December 31, 1953, and ending after August 16, 1954; the general
effective date of the 1954 Code.
Section 27. Variable price restricted stock options
Under present law (sec. 421) the price of a restricted stock option

to an employee, in order for him to qualify for deferred tax, can-
not be less than 85 percent of the value of the stock when the op-
tion is granted except in the case of variable price options. A variable
price option is an option in which one variable is permitted in deter-
mining the option price; as, for example, an option to purchase stock
at afixed percentage of the value of the stock when the option is
exercised (or at a fixed date before or after the (late of exercise).
Whether such an option qualifies under the code is determined by
assuming it is exercised on the date it is granted. The option price
as so determined must be at least 85 percent of the value of the stock
on the date the option is granted. By using one of these variable
price options, it is possible, depending upon the condition of the
market, for the employee to meet this 85 percent test when the option
is granted and at the same time buy stock for substantially less than
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85 percent of its value either at the time the option is granted or at the
time the option is exercised.
For example, assume that the stock of the X corporation has fallen

from $150 to $100 per share from January 1 to March 1. X cor-
poration then gives an employee a variable price restricted stock
option, as it may do under present law, to buy its stock at 56.7 per-
cent of the value of the stock 2 months before the option is exercised.
Since 56.7 percent of the January 1 value of the stock of $150 is $85.05,
or in excess of 85 percent of the $100 value of the stock on March 1
when the option was granted, the option would meet the requirements
for a variable price restricted stock option under present law. If the
price of the stock remains at $100 for 2 more months or until May 1,
under the terms of the option the employee can buy the stock for
$56.70 per share or 56.7 percent of the value of the stock when the
option was granted and 56.7 percent of the value of the stock when
the option is exercised.
Your committee agrees with the House that cases like that described

above represent an abuse of the restricted stock option provision.
For that reason, the definition of a variable price option is modified
by both the House bill and your committee's action to provide that
this term is not to include any option where the option price is deter-
mined by the value of the stock at any time before the option is
exercised, if this value may be greater than the average value of the
stock during the calendar month in which the option is exercised.
The House bill would make this amendment effective with respect

to options granted and taxable years ending after November 7, 1956.
Your committee has advanced this date to September 30, 1958, so that
companies which may have authorized variable price options depend-
ent on price in a prior period will have an opportunity to revise their
stock option plans.

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.
Section 28-Transfers of installment obligations to controlled life in-

surance companies
Under present law a taxpayer may elect to defer income from in-

stallment obligations until these obligations are collected. If the
obligations are transferred to another person before the collection is
completed, however, the transferor generally is taxed at the time of
the transfer on any remaining income.
In some cases, however, installment obligations may be transferred

without tax then being imposed. These cases include transfers of
installment obligations to a controlled corporation in exchange for
stock or securities, contributions of installment obligations to a
partnership, distributions of installment obligations in certain types
of corporate liquidations, distributions of installment obligations by
a partnership to a partner, and certain exchanges of property for
stock or securities involving corporate reorganizations.

Usually, unless income from installment obligations is realized at
the time of the transfer, the transferee reports the profit as the re-
maining installments are collected. However, where the transferee
is a life insurance company, the profit element in the uncollected
installment obligation is not taxed because it is a type of income
excluded from life insurance company gross income.
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To prevent this tax avoidance, the House bill provides that income
which is uncollected at the time of the transfer of an installment
obligation to a life-insurance company is to be taxed to the transferor
at the time of the transfer in all cases. Your committee has accepted
this provision without change. The bill accomplishes this by amend-
ing section 453 (d), relating to gain or loss on disposition of installment
obligations, to provide that, where an installment obligation is
transferred directly or indirectly to a life-insurance company, gain is
to be recognized for tax purposes despite other provisions of the code
providing for nonrecognition. This rule also applies to transfers to
partnerships of which a life-insurance company is a member.

In addition, if a life-insurance company was in the prior year other
than a life-insurance company, both the House bill and your com-
mittee's action provide that this company is to be taxed with respect
to installment obligations on hand at the end of that year. Similarly,
a partnership of which a life-insurance company becomes a member
will be taxed with respect to installment obligations it holds at the
time the insurance company becomes a partner. These latter provi-
sions are designed to prevent indirect transfers of these installment
obligations to life-insurance companies.
Under the House bill, this amendment would apply to taxable years

ending after November 7, 1956, but only in the case of dispositions of
installment obligations after that date. Your committee's action
makes this provision effective with respect to taxable years ending
after December 31, 1957, but only in the case of dispositions after
that date.
Section 29-Prcpaid income from newspaper and periodical subscriptions

Publishers of newspapers, magazines and other periodicals cus-
tomarily make significant portions of their sales on a subscription
basis; that is, the purchaser pays for a series of periodicals in advance
and the publisher undertakes the responsibility of supplying the
periodical at the stated periods of time, In the case of the publishers
representing the major portion of the subscription income, this
income is reported for tax purposes in the year in which the pub-
lisher is required to issue the periodical to which the income relates.
In 1940 the Treasury Department officially sanctioned (in I. T.
33b9, C. B. 1940-1, 46) this method of reporting subscription in-
come in the case of the publishers of periodicals on an accrual basis
who had over a period of years consistently followed the practice of
reporting periodical subscriptions as income for the year of the sub-
soriptiou period rather than, as income for the year of receipt. The
Treasury Department has indicated that it permitted publishers who
had consistently reported on this basis to continue to do so because to
do otherwise would have resulted in a distortion of income, or would
have resulted in double reporting in the same year, in one case 1
year's subscription income based upon receipts and in the other case
1 year's subscription income based upon the liability to provide the
periodical. However, the Treasury apparently concluded that with-
out express statutory sanction, it could not permit, new publishers to
spread subscription income over the period of the subscription, nor
could it permit existing publishers to change over to this method of
reporting sul)scription income.
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In this connection it should be noted that the Court of Appeals of
the Tenth Circuit in its decision in the Beacon Publishing Co. case
(January 3, 1955) did not agree with the position of the Treasury
Department. In that decision the court held that the deferment
of prepaid subscription income was a proper method of accounting for
a taxpayer on the accrual basis. In that case the taxpayer, prior to
1943, had reported prepaid newspaper subscriptions as income-for
the year in which received. In 1944 the newspaper changed its
method of reporting this income and instead reported its subscription
income in the year to which the subscription related: The court held
that the taxpayer's action was proper under the accrual method of
accounting.

Moreover, your committee in 1955 in a report relating to this
general subject matter stated:

It has come to your committee's attention that the vast
majority of publishing concerns having prepaid income are
already deferring their income with Treasury approval. It
is recommended to the Treasury Department that it modify
its published ruling to the end that the remaining publishers
may be entitled to defer prepaid subscription income so that
they may be placed upon a fair and equitable basis.

As indicated in its statement in 1955, your committee believers
that it is unfair and discriminatory to permit the majority of pub..-
lishers to defer the reporting of subscription income until the year of
the subscription yet deny this treatment to publishers accounting for
a minority of the p blishing business. This appears particularly
unfortunate in that the more favorable treatment presently is denied
new publishers, adding to their already difficult problem of competing
with well-established companies. In view of this, your committee
has added a section to the House bill permitting prepaid subscription
income to be accounted for in the year of the issue of the periodical
to which it relates rather than in the year of the receipt of the income.
The section added to the code by your committee's action (sec. 455)

provides that prepaid subscription income is to be included in the
income of the publisher in the year in which he is required to furnish
or deliver the newspaper, magazine, or other periodical. Prepaid
subscription income for this purpose means any amount (includible
in gross income) which is received in connection with, and is directly
attributable to, a liability to supply a periodical extending beyond the
year in which the amount is received and which is income Irom the
subscription to a newspaper, magazine, or other periodical.

This deferral of the income to the year of the subscription is to be
available only if the publisher so elects. This election may be made
separately with respect to each trade or business but it cannot be made
for one where the cash receipts and disbursement method of accounting
is used. The election applies to all prepaid subscription income arising
in a trade or business except that the publisher need not defer income
beyond the current year where the liability to supply a subscription
does not extend beyond 12 months. A taxpayer can make this
election at any time if he obtains the consent of the Treasury Depart-
ment. However, without the consent of the Treasury ihe may make
this election only in his first year beginning after December 31, 1957,
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in which he receives prepaid subscription income in the trade or busi-
ness involved. This election once made is effective not only for the
current taxable year but also for all subsequent taxable years unless
the consent of the Treasury Department is obtained to a revocation of
this election.
The provision added by your committee provides that where for any

reason the taxpayer's liability to supply the periodicals ends or where
the taxpayer dies or, in the case of taxpayers other than individuals,
where the taxpayer ceases to exist, any prepaid subscription income
not previously reported at the time the liability ends or the taxpayer
dies or ceases to exist, is to be reported in that last year.
The provision added by your committee also contains a subsection

specifically providing that publishers who have in prior years reported
prepaid subscription income under an established and consistent
method or practice of accounting for this incoihe may continue to
report the income in the same manner in the future. It also should
be made clear that this new section in no way effects the right of
taxpayers to deduct circulation expenditures in the year in which
these expenditures are paid or accrued, as provided in section 173
of the code. The expenses that account for most of the subscription
income are generally incurred at approximately the time the sub-
scriptions are fulfilled. These costs include printing, paper, mainte-
nance of a subscription list, mailing, and postage. Circulation
expenditures, on the other hand, generally are keyed into advertising
income received at approximately the same time these expenditures
are made. As a result, your committee believes it is proper to defer
prepaid subscription income, since the expenses related to this income
are largely incurred when the periodical is published, while deducting
circulation expenditures currently, since these expenditures are
related to the advertising rates which currently are being charged.

This provision is made effective with respect to taxable years be-
ginning after December 31, 1957.

It is anticipated that this provision will result in a loss of revenue
but it is believed that this amount will be relatively small due to the
fact that this is a nonrecurring loss and also due to the fact that
most prepaid subscription income already is deferred until the year
of the subscription.
Section 30.-Adjustments required by changes in method of accounting

Generally, under the 1939 Code taxpayers who requested permis-
sion to change their method of accounting were required to make
certain adjustments, in the year of change, to prevent income or
expenses from being included or deducted more than once, or to pre-
vent their omission entirely. However, where the Internal Revenue
Service had required taxpayers to change their method of accounting,
the courts usually did not require these adjustments to be made.
Where such changes were voluntary and the adjustments were made,
tlhe "bunching" of income which occurred in the taxable year of change
frequently resulted in an especially heavy tax burden.

Section 481 of the 1954 Code for the first time provided statutory
rules with respect to these adjustments. This section requires these
adjustments to be made in full to the extent that they are attributable
to 1954 or a subsequent year. However, no adjustments are required
which are attributable to years before the application of the 1954
Code.
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Section 446 of the 1954 Code provides that taxable income is to be
computed under the method of accounting on the basis of which the
taxpayer regularly computes his income in keeping his books. An
exception to this rule provides that if the method used does not clearly
reflect income, the computation of taxable income is to be made under
such method as, in the opinion of the Secretary or his delegate, does
clearly reflect income. Subsection (e) of the same section provides
that except as otherwise expressly provided in chapter 1 a taxpayer
who changes the method of accounting on the basis of which he regu-.
larly computes his income in keeping his books shall, before com-
puting his taxable income under the new method, secure the consent
of the Secretary or his delegate.
The House report suggests that there is no reason why the pre-1954

Code year adjustments should not be made, when taxpayers, of their
own volition, have changed their method of accounting. It points
out that this was, in fact, generally the practice under the 1939 Code.
However, the need to prevent the "bunching" of taxable income in
these cases was recognized. In this connection, the House report also
pointed out that under the 1939 Code the administrative practice
was to permit the spreading of some adjustments over a long period
of time.
Your committee agrees with the House that pre-1954 Code year

adjustments should be made where taxpayers of their own accord
changed their method of accounting. For that reason, it has accepted
the basic features of the House provision. Because of problems
presented in the case of taxpayers who have already changed their
method of accounting, however, your committee has made several
amendments designed to ease the transition from the 1954 Code
provision to the new provision set forth in the House bill. In addition,
it has made two relatively minor amendments of a more permanent
nature to the House provision.

(a) Permanent features.-Neither the House bill nor your com-
mittee's amendments affect present law with respect to pre-1954
adjustments where the change in method of accounting is not initiated
by the taxpayer. Where the change is initiated by the taxpayer, the
adjustments, to the extent attributable to years before 1954, must
be made in computing taxable income. Where the adjustment
results in an increase in income of the taxpayer of more than $3,000,
both versions of the bill provide that the, adjustment is to be spread
over a period of up to 10 years. However, where the adjustment
arising from the change initiated by the taxpayer results in either a
smaller increase in income or a decrease in income, the entire adjust-
ment is to be taken into account in the year of the change in method
of computing the income. Your committee does not expect that a
taxpayer will be denied the right to make any such change merely on
the grounds that the change will result in a negative adjustment.
Changes in methods of accounting initiated by the taxpayer

include a change in method of accounting which he originates, by
requesting permission of the Commissioner to change, and, also, cases
where a taxpayer shifts from one method of accounting to another
without the Commissioner's permission. A change in the taxpayer's
method of accounting required by a revenue agent upon examination
of the taxpayer's return would not, however, be considered as initiated
by the taxpayer.
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The amount which is to be eligible for the new spread provision
under both the House bill and your committee's version is the extent
of any net amount of adjustment which would have been required
had the taxpayer changed his method of accounting in his first 1954
Code year, but only if it is of sufficient size so that it would increase
taxable income by more than $3,000. The words "net amount of the
adjustments" refer to a consolidation of adjustments (both plus and
minus) arising with respect to balances in various accounts (such as
inventory,, accounts receivable, and accounts payable) at the beginning
of the taxable year in question, whether or not the same accounts
require adjustment, or whether the same items or class of items with
respect to which adjustments would have to be made in 1954 continue
to exist, at the time the actual change in method of accounting occurs;
only the net dollar balance is to be examined for this purpose.
The House bill provided that the net amount of any adjustment

resulting in an increase in income of more than $3,000 and attributable
to pre-1954 Code years was to be taken into account ratably in the
year of change ana the 9 succeeding years only if the taxpayer was
engaged in the same trade or business for 9 years prior to 1954. Under
the House bill, where a taxpayer was engaged in the same trade or busi-
ness for a shorter period of time prior to 1954, the spreading forward
of the net adjustment was limited to the shorter period of time. Your
committee has amended the bill, however, to provide that the 10-year
spread for pre-1954 Code adjustments resulting in an increase7in in-
come of more than $3,000 is to be available whether or not the tax-
payer had been in the same trade or business for 9 years prior to 1954.
Your committee saw no reason of adding the complication of the
House provision differentiating between taxpayers depending upon
how long they had been in business before 1954.

In both the House bill and in your committee's version this 10-year
spread for net adjustments resulting in an increase in income of more
than $3,000 is cut off where the taxpayer's status changes. Thus,
in the following cases the portion of any adjustment not previously
taken into account under the new spread procedure is to be taken into
account as follows: (1) By an individual in the year in which he dies
or ceases to engage in a trade or business, (2) in the case of a partner-
ship in the year the partnership terminates or the entire interest of
the partner is transferred or liquidated, and (3) in the case of a corpo-
ration in the year in which it ceases to engage in a trade or business
unless the assets of the corporation are acquired by another corporation
in an acquisition to which section 381 applies. If section 381 applies, a
new paragraph (21) in subsection (c) of that section provides that
the acquiring corporation is to take these pre-1954 adjustments into
account to the extent they have not been taken into account by the
distributor or transferor corporation in the same manner as they
would have been taken into account by that corporation.
The 10-year spreading of pre-1954 adjustments is to be available

under the House and your committee's bill only in the case of changes
in methods of accounting made in taxable years beginning before
January 1, 1964. In the case of changes in methods of account-
ing made after that time, pre-1954 adjustments where the changes
in method of accounting are initiatedfby the taxpayer, will be subject
to the same rules as apply in the case of adjustments attributable to
1954 and subsequent years.
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Your committee has also made a clarifying amendment to the House
bill applicable to the situation where a taxpayer-has initiated a change
in method of accounting and the statute of limitations has expired
with respect to the year of change or any subsequent year. For
example, if the period has run as to the year of change, but not as to
any subsequent year, the 10-year spread rule is applicable although
the taxpayer will not be required to pay a tax with respect to the one-

tenth of the adjustment attributable to the year of change. He will,
however, be required to take into account the remaining nine-tenths of
the adjustment which is spread to the 9 succeeding years. This is
made clear by your committee by adding a sentence in the provision
providing for the 10-year spread, indicating that the spread forward
to the 9 succeeding taxable years is to be taken into account whether
or not for the year of change or any of such 9 following taxable years
assessment of tax is prevented by operation of any law or rule of law.
This sentence is also applicable to the provision described below which
in certain cases permits the spread forward to begin in 1958. The in-
tent of this provision is to make it clear, especially in the case of past
years which may be closed (such as 1954), that even though the period
of limitations has expired with respect to that year, nevertheless the
adjustment required to be taken into account in succeeding taxable
years, attributable to a change in method of accounting made in the
closed year, still is required to be taken into account. This will pre-
vent taxpayers from avoiding the adjustments with respect to open
years by the circumstance that the change in method of accounting
occurred in what is now a closed year.

In addition to making the 10-year spread of pre-1954 Code adjust-
ments a uniform 10 years for all taxpayers having positive adjustments
of more than $3,000, your committee has also made another change
which is of a permanent nature. The House bill would make this 10-
year spread rule the exclusive rule for pre-1954 adjustments of more

than $3,000. The effect of this with respect to this pre-1954 adjust-
ment is to deny taxpayers the use of possible alternatives provided
by present law. One alternative under existing law (sec. 481 (b) (1))
provides that thie tax attributable to the adjustment is not to be
greater than the total increase in taxes which would have resulted with
respect tothe adjustment if one-third of this increase had been included
in the year of the change and in each of the 2 prior years. This is avail-
able if the method of accountinghfom which the taxpayer changed was
the method used in these 2 priorye-ars and if the adjustment results in
an increase of income of more than;i3,000. Another alternative under
existing law (sec. 481 (b) (2)) provides that the tax attributable to the
adjustment is not to be greater thanthe increasein taxes which would
have resulted if the adjustment were spread back over one or more con-

secutive prioryears to wllich the adjustment would be properly
attributable iftlhe taxpayer in those prior years had been on his now
method of accounting. This alternative is available to a taxpayer to
the extent that lie can establish in prior consecutive years what his
taxable income would have been under his new method of accounting.
As under the other alternative, this is available onlywhere there is
an increase in income of more than $3,000. Your committee sees no
reason why,. in providing the 10-year spread rule, taxpayers changing
their method of accounting should be deprived of these alternative
rulesunder existing law. Therefore, it lihas amended the House bill



TECHNICAL AMENDMENTS ACT OF 19 5 8

to make these alternatives available with respect to pre-1954 adjust-
ments. It should be clear, however, that where these alternatives
are used the adjustment, as limited under either of these alternatives,
is fully includible in the taxable year of change; and therefore, that no
spread forward to the 9 succeeding years is permitted where either of
these alternatives is availed of. Your committee's amendment pro-
vides, however, that the election to use either of these alternatives
in the case of the pre-1954 adjustments is to be available only if the
taxpayer consents in writing to the assessment of any deficiency
for the year of change to the extent attributable to the adjustment
even though the period of limitations may have run (or the year of
change is otherwise closed) with respect to this year. The period in
which this assessment can be made is to be agreed upon with the
Secretary or his delegate.

(b) Tran8itional features.-In general, the House provision is applic-
able with respect to changes in methods of accounting where the tax-
able year of the change is a year beginning after December 31, 1953,
and ending after August 16, 1954, the general effective date of the
income taxes of -the 1954 Code. Your committee has accepted this
general effective date.
The House bill, however, provided two exceptions to the general

effective date referred to above. One exception is made where the
taxpayer, before the date of enactment of this bill, has already
applied for a change in method of accounting in the manner provided
by regulations and the taxpayer and the Treasury Department have
reached an agreement as to the terms and conditions for making the
change. Your committee has accepted this transitional rule. It agrees
with the House that if there are any changes in methods of accounting
which have already been specifically allowed, these should not be upset
by this new provision.
The House bill also provides another special transitional rule appli-

cable to cases in which a change from the cash to the accrual method
of accounting has been made in returns filed on behalf of decedents
by executors or administrators of decedents' estates on or after the
date of enactment of the 1954 Code and prior to November 7, 1956,
if the change was made because the decedent's business involved the
use of inventories. In such cases, the change of accounting method
is to be recognized and a transitional adjustment in computing tax-
able income is to be required. However, the tax attributable to this
adjustment is to be limited (if the net amount of the adjustment
would increase the decedent's taxable income by more than $3,000)
to the tax which would have been payable on the cash method of
accounting for the years for which the executor or administrator filed
returns on behalf of the decedent. Moreover, a special tax computa-
tion is to be applied to such adjustments. The tax is computed in
such a manner that the applicable rates are those applicable to incomes
of one-tenth of the income in the years in question. Your committee
has retained this provision of the House bill but in accord with its
general practice has advanced the November 7, 19506, date to January
1, 1958.
Testimony before your committee has suggested that tlie primary

concern with tlhe proposed revision of section 481 lias been with its
application to those cases where taxpayers have already clanged their
method of accounting in some year from 1954 up to 1958. In some

48



TECHNICAL AMENDMENTS ACT OF 1958

cases taxpayers have made these changes without obtaining the con-
sent of the Treasury Department. Moreover, they have made these
changes on the assumption that no adjustment need be made to the
extent it is attributable to periods prior to 1954. Since this provision
makes a change in this respect and does require an adjustment with
respect to the period prior to 1954 in the case of changes in methods
of accounting made in 1954 and subsequent years, your committee
believes that taxpayers who made changes on the assumption that
no such adjustment would have to be made should now have an
opportunity to review this decision in light of the changed require-
ments provided by this bill. Therefore, your committee has added
a provision to the House bill providing that taxpayers who, of their
own choice, changed from one method to another method of account-
ing in computing their income for any taxable year to which the 1954
Code is applicable, if such year ended before the date of enactment of
this provision, are to have an election to recompute their taxable
income for this year (or these years) under their prior method of
accounting. For purposes of this provision permitting taxpayers to
revert to their former method of accounting, the statute of limitations
is opened, or is kept open, by your committee's amendments for 1 year
after the election is made. The election may be made at any time
within 6 months after the date of enactment of this bill. The statute
is opened, or is kept open, for this purpose both to permit assessment
of any deficiency and to permit a refund or credit of any overpayment.
A second transitional rule provided by your committee's amend-

ments would permit taxpayers who made changes in their method of
accounting in 1957 or in a prior year to which the 1954 Code is ap-
plicable, to begin the 10-year spreadforward provided by both the
House and your committee's version of the bill, to begin in 1958 and
extend forward for the 9 succeeding taxable years. This will be
available not only to those who may have changed their method of
accounting without the consent of the Treasury Department during
this period, but also to those who have a request to change methods
of accounting in one of these prior years now pending before the
Treasury Department, and such request is allowed. This amendment
will provide relief in that, although it requires the adjustment to be
made with respect to changes made or to be made in these prior years,
it permits the tax consequences to be spread over the current and
future years. Thus, these taxpayers will be given more time to adjust
their financial affairs to take account of any additional tax liability
involved in making the adjustment with respect to the pre-1954 Code
years.

(c) Revenue effect.---This provision is expected to result in a sub-
stantial saving in revenue over the long run.

Section 31-Denial of exemption to organizations engaged in prohibited
transactions

Section 503 (c) (1) of the 1954 Code provides that an exempt organi-
zation has engaged in a "prohibited traiisact.ion" when it "lends any
part of its income or corpus,'without the receipt of adequate security
* * * to the creator of such organization." The effect of engaging
in a prohibited transaction is to take away the tax-exempt status of
the organization in the year following notification by the Secretary or
his delegate. Although the prohibited transaction provisions were in
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the 1939 Code, it was not until the adoption of the 1954 Code that
these provisions were made applicable to pension trusts.
The regulations under section 503 (c) of the 1954 Code define the

term "adequate security" as meaning something "in addition to" and
"supporting" a promise to pay (regulations, sec. 1.503 (c)-l (b)).
This prevents investment in debentures of an employer corporation
by its employees' pension or profit-sharing trust unless the bonds are
secured by a mortgage or other collateral.

(a) Purchases of debentures, etc., at fair market prices.-Heretofore
a traditional type of investment for pension funds has been the pur-
chase of unsecured bonds of the employer corporation. The House
report suggested that generally in such cases it is not necessary to
require collateral as long as the price paid is at least equal to that
which an independent party would pay. Where bonds are acquired
at the same or more favorable prices than is true in the case of trans-
actions between independent parties, the House saw no reason to
distinguish between the bonds of the employer and bonds of other
persons. It was suggested that such a distinction was particularly
inappropriate in view of the fact that under present law nothing
prevents the investment of the pension trust funds in common stocks
of the employer. In addition, it was reported that certain companies
follow a practice-of offering debentures to their pension funds at prices
which are more favorable than the prices offered to the public. In
such cases the House saw no reason to deny the pension trusts this
especially favorable form of investment. Your committee is in full
accord with the reasoning of the House report on this point.

Accordingly, your committee concurs with the addition of a new
subsection to section 503 providing that a pension trust can, where
certain conditions are met, invest in the bonds (debentures, notes,
certificates, or other evidences of indebtedness) of the employer
corporation.
Your committee does not, however, agree with one of the conditions

which under the House bill must be met in order for the purchase of
indebtedness of the employer corporation by its employee pension
trust to be considered as not a prohibited transaction. The condition
referred to is the requirement in the House bill of the so-called negative
pledge clause. The House provision provided that obligations would
qualify un(ler this provision (where they were acquired after November
8, 1956) only if they were issued under an agreement which provides
that if the employer subsequently mortgages substantially all of its
property, the obligations in questionn will be given a preference no less
favorable than that afforded other obligations. Testimony before
your committee indicated that due to either traditional or required
mortgaging arrangements, a significant portion of industry would be
unable to secure subordination of existing financing to comply with
this qualification. In view of this, and the fact that the other three
conditions required under the House bill guaranteed that the price at
which the obligation is acquired will be no less favorable to the trust
than to independent purchasers, your committee believed that this
negative pledge clause represented an unnecessary complication.
Therefore, it has eliminated this condition of the House bill.
The remaining three conditions set forth in the House bill are

retained by your committee's action. First, one of the following
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conditions must be met. to show that the obligation was acquired in
the equivalent of an arm's length transaction:

(1) The obligation must be acquired onil the market at the price
offered on a national securities exchange or onl the over-the-
counter market at terms not less favorable than the offering price
for the obligation (as established by current bid and ask prices
quoted by those independent of the employer);

(2) The obligation must be acquired from an underwriter at a

price not in excess of the public offering price at which a sub-
stantial portion of the issue is acquired by persons independent
of the employer; or

(3) The obligation must be acquired directly from the employer
at a price not less favorable than the price paid currently for a
substantial portion of tile same issue by persons independent of
the employer.

Second, following the purchase of the obligations, the pension trust
may not own more than 25 percent of any one issue and at least 50
percent of the issue must be held by persons independent of the
employer.

Third, not more than 25 percent of the total assets of the pension
fund may be invested in bonds or other obligations of the creator of
the trust (and certain other specified persons).
Under both the House bill and your committee's action this provi-

sion is effective for taxable years ending after March 15, 1956.
(b) Rules with respect to employers prohibited from pledging certain

assets.-Your committee has added a new provision to the section
of the House bill relating to prohibited transactions, due in part to the
fact that the House version applies mainly to corporations. This
provision relates to situations where the employer is prohibited by
Federal law or regulation from pledging as security for a loan certain
classes of his assets which represent more than half of the value of all
of his assets. In such cases where certain other conditions are also
met, the "adequate security" test of present law is to be inapplicable.
The effect of this, as in the case of the provision described above, is to
provide that a loan from a pension trust qualifying under this pro-
vision to its employer will not be classified as a prohibited transaction.
As a-result, such loans will not lead to the deniial of income tax exemnp-
tion to the exempt pension trust in such cases.
Except for minor technical changes, this provision is substantially

the same as was provided in H. R. 9049, which was passed by the
House last year and referred to your committee. Your committee
delayed action on this bill, however, so that it would be possible to
consider its relationship with the provision in this bill discussed above.

This provision is concerned with a problem presently faced by unin-
corporated stock brokerage firms. As a result of the adequate security
test in the prohibited transaction provision of existing law, these
firms are finding it difficult to borrow funds from their employees'
pension, profit-sharing, and stock bonus trusts, even though this is
advantageous to the employees' trusts. The stock brokerage firms
are having difficulty in meeting the "adequate security" test because
section 8 (a) of the Security Exchange Act of 1934 and section 5) (a)
of the Federal Reserve Board regulation T prohibit brokerage firms
from pledging any of their registered securities (or the balances owed(l
them by their customers) as collateral for employee trust loans or
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for any other loans, except bank loans or loans from other brokers.
In many cases the assets of the brokerage firms consist almost entirely
of assets falling within these categories which they cannot generally
pledge.
The making of these loans is of primary benefit to the employee

trusts since the loans are made on very favorable terms. Usually,
they provide not only for some minimum rate of interest but also
contain a profit-sharing feature. As a result the employee trusts have
been receiving a higher rate of return on these loans than they received
on their investments generally.
The present situation also discriminates against employee trusts of

unincorporated brokerage firms. The prohibited transaction pro-
visions do not prevent a brokerage firm operating as a corporation from
issuing stock to its employee trust and as a result employee trusts
created by these corporate brokerage firms, presently, are in a more
advantageous position than the employee trusts of the unincorporated
firms.
The Internal Revenue Service (Rev. Proc. 56-33, October 15, 1956)

has indicated that the "adequate security" test can be met by ob-
taining a surety bond to cover the loan. However, the cost of such a
bond has proved to be substantial and as a result brokerage firms
meeting the "adequate security" test in this manner must incur
sizable additional costs or the employee trusts will receive a much
lower rate of return with respect to these investments.
For the reasons indicated above, your committee 1,: s added a new

subsection to the House bill permitting loans to be made by employee
pension trusts to the employer firms without having the loans classified
as prohibited transactions on the grounds that they do not meet the
adequate security test if the loan bears a reasonable rate of interest
and the three conditions set forth beloware met.

First, in order to qualify, under this exception the employer must be
prohibited by law of the United States or by Federal regulation from
directly or indirectly pledging as security for a loan from one of these
employee trusts, classes of its assets which represent more than half
the value of all of its assets.

Second, the making or renewal of the loan must be approved in
writing by a trustee of the employee trust who is independent of the
employer (or a majority of such trustees if there is more than one)
as being a loan which is consistent with the exempt purposes of the
trust. Also, no other such independent trustee (or a majority of
such trustees where there is more than one) may previously have
refused to approve the making or renewal of the loan.

Third, the amount loaned by the employee trust to the employer
without the receipt of adequate security must not represent more than
25 percent of the value of all of the assets of the trust.

This provision is to apply with respect to taxable years ending after
the date of enactment of this bill but only with respect to periods
after that date. As a result, the fact that a loan qualified after the
date of enactment of this bill would not qualify such a loan with
respect to any earlier period.

(e) Announcements of Internal Revenue Service prior to enactment of
biit.--lloth the House bill and your committee's action provide that
the changes made in section 31 (a) of this bill with respect to the pro-
hibited transaction provision insofar as they relate to the adequate
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security test are not to be construed as making any transaction a
prohibited transaction which, as a result of announcements made by
the Internal Revenue Service with respect to this provision before the
enactment of this bill, would not constitute a prohibited transaction.

In an announcement made June 6, 1957, the Treasury Department
stated that the definition of "adequate security" under section 503
(c) (1) in the proposed regulations would not be applied until June 30,
1958, for debentures purchased prior to November 9, 1956, unless
legislation passed by Congress provides otherwise. On May 22, 1958,
the Treasury announced that itwas further postponing the application
of this definition until March 15, 1959, or until the 90th day after
enactment of legislation relating to the adequate security test, which-
ever is earlier.
Section3S2-Certain leases by medical research organizations

Present law (sec. 514) provides that in the case of educational,
charitable, and certain other tax-exempt organizations, the proceeds
from certain so-called business leases are to be subject to tax although
the receipt of rent, usually, is not taxed to these organizations. The
exception to the general rule as to rental income received by one of
these exempt organizations applies where there is indebtedness out-
standing with respect to the leased property, or, in other words, where
the tax-exempt organization is in effect purchasing the property with
the rental income. In such cases, Congress has generally taxed the
receipt of rental income because of the belief that in such cases the
exempt organizations were in effect using their tax exemption to ac-
quire the property. It has been recognized, however, that where the
leased property (although subject to indebtedness) is used for a pur-
pose which is related to the functions of the tax-exempt organization,
the motive of obtaining special tax exemption is not likely to be
present. As a result, Congress has provided that these business leases
are to be taxable only where the operations of the lessee are unrelated
to those of the exempt organization.
The attention of your committee has been called to situations

where the Internal Revenue Service has defined "related" leases for
purposes of this provision in what your committee believes is too nar-
row a manner. The specific problem presented to your committee
was that of a medical research foundation which leases a substantial
portion of the building which it owns, and in which it is located, to a
clinic of doctors. In this case it is understood that the clinic's patients
are vital to the foundation's research work in that they provide case
histories and opportunities for testing and checking theories devel-
oped by the foundation. In fact, it is understood that many of the
foundation's research projects could not be carried on without a
readily available group of patients, and that several of these projects
were first initiated as a result of the observation of the conditions of
clinic patients. In addition, the clinic doctors provide a readily
available reservoir of experience and information for use in the founda-
tion's research and the clinic's doctors customarily donate their serv-
ices in carrying out many of thol foundation's research projects.

In view of your committee's comment in its report on this provision
in tile Revenue Act of 1950, when this provision was first adopted,
your committee b)elieves that the term "related," for purposes of this
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1)usilless lease provision, should include the type of case referred to
above. Ins that report your committee said:

"Related" is defined in a similar fashion as in the case of
a related trade or business and is, for example, intended to
exclude from the application of this tax leases by tax-exempt
hospitals of part of the hospitals to doctors' associations to
use as clinics. It is believed that leases of this type are en-
tered into primarily to further the purpose of the exempt or-
ganization rather than to make special benefits from tax
exemptions.

Your committee believes that the case cited above is related in a
similar manner to the example given of the hospitals and the doctors'
clinics. Moreover, it believes that, usually, leases entered into by
medical foundations with doctors' clinics are primarily to further the
stated purpose of the exempt organization rather than to gain special
benefits from tax exemption.
As a result, your committee has added a sentence to the special

rules applicable in defining a business lease. This sentence provides
that a lease to a medical clinic by a medical research foundation of
premises adjoining those occupied by the scientific foundation, are to
be considered as "related" if the clinic is used by the foundation for
research purposes by those making use of the clinic's case histories
and by using tile donatedd services of the clinic doctors.

This change is made without ainy inferences intended as to the tax
treatment accorde(l such leases prior to tle effective date of this
provision.

This provision is made applicable to taxable years beginning after
December 31, 1957.
Section 33-Corporation improperly accumulating surplus

This section is a provision of the House bill relating to the tax on
corporations improperly accumulating surplus. Your committee has
accepted the provision without change.,

Subsection (a) eliminates the possibility of any carryover of chari-
table contributions above the 5-percent limit for purposes of the tax
on improperly accumulated surplus. Corporations, generally, are
allowed a deduction each year for charitable contributions, limited to
5 percent of taxable income. A carryover to the 2 succeeding taxable
years of any excess is permitted, but again, subject in the succeeding
years to the 5-percent limitation.. However, in tlhe case of corpora-
tions improperly accumulating earnings, in determining accumulated
taxable income for purposes of time additional penalty tax, the allow-
able deduction for charital)le contribtlions is not limited to 5 percent.
The bill makes it, clear that, in (determining tlie accumulated earn-

ings, these corporations may not (le(duct any carryover of charitable
contributions made inl preceding years in excess of 5 percent of the
preceding year's income.

Subsection (b) eliminates tile possibility of an excessive deduction,
with rcsl)ect to capital gains and taxes on capital gains in computing
tle tax on improperly accumulated surplus.

In measuring tl) accumulated taxable income of corporations im-
prol)erly accumulating earnings, a deduction is allowed for thle excess
of not. long-term capital gain for the taxable year over tlhe net short-
term capital loss for suchle year. 'l'his is to avoid imposing an addi-
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tional tax on the capital gain. In order to make the adjustment
accurate, however, it is necessary to offset against this deduction the
amount of tax attributable to the capital gain. This is necessary
because in determining accumulated taxable income a deduction is
permitted for all taxes paid.
The bill makes it clear that in computing the tax attributable to

the capital gain-the tax effect of any capital loss carryover from a
prior year is not to be excluded from consideration.

This section will apply to taxable years beginning after December
31, 1953, and ending after August 16, 1954. "

Sectio. 3.t4-Undistributed personal holding company income
Corporations generally may not deduct charitable contributions in

excess of 5 percent of taxable income. In determining undistributed
personal holding company income for purposes of the tax on personal
holding companies however, the 20- and 30-percent limitations appli-
cable to individuals are substituted. The House bill makes it clear
that because of the liberal charitable contribution rule permitted in
determining undistributed personal holding company income for
purposes of the personal holding company tax the carryover of chari-
table contributions from a preceding year is not available. This
provision is made effective as of the general effective date of the
income taxes under 1954 Code. Your committee has accepted this
provision without change.

Subsection (b) of this provision relates to net operating losses and
the determination of undistributed personal holding company income.
In computing undistributed personal holding company income, the
code (sec. 545 (b) (4)) provides for the allowance of a deduction for
the net operating loss for the preceding taxable year. Also, under the
code (sec. 545 (b) (3)), in computing undistributed personal holding
company income certain special deductions, such as the intercorporate
dividends received deduction, generally allowed corporations, are not
permitted. Subsection (b) of the provision makes it clear that in
computing net operating loss from a preceding year for purposes of
undistributed personal holding company income, adjustment is also
to be made to exclude the special deductions generally allowed cor-
porations (sees. 241-247).
The House bill would make this change applicable to net operating

loss deductions for years beginning after December 31, 1956. Your
committee has accepted this provision except that it ihas advanced
this date to December 31, 1957.
Section 35--Foreign personal holding companies

Subsection. (a) of this provision makes it clear that because of the
liberal charitable contributions rule pelrmitted in determining undis-
tributed foreign personal holding company income (the 20- or 30-
percent charitable contributions rule, applicable to individuals) foreign
personal holding companies are not also to be entitled to a carryover
of charitable contributions from the preceding year. Thllis provision
is al)pplicable to taxable years beginning after December 31, 1953, and
ending after August 16, 1954. Your committee lhas accepted this
House provision without,change.

Subsection (b) of this l)rovision (under sec. 556 (b) (3)) disallows
a deduction by a foreign personal holding compallny for l)artially tax-
exempt interest, since (under sec. 551 (c)) a United States shareholder

55



TECHNICAL AMENDMENTS ACT OF 195 8

is allowed a credit against tax -for his share of partially tax-exempt
interest. If the corporation were also allowed a deduction there
would be a duplication of benefits. The House bill would make
this change effective for taxable years ending after October 31, 1956.
Your committee has accepted the House provision but advanced the
effective date to taxable years ending after December 31, 1957.

In computing undistributed foreign personal holding company
income, present law (sec. 556 (b) (4)) provides for the allowance of
a deduction for the not operating loss for the preceding taxable year.
Also, in computing undistributed foreign personal holding company
income, present law (sec. 556 (b) (3))provides that certain special
deductions, such as the intercorporate dividends received deduction,
generally allowed corporations (under sees. 241 to 247) are not to be
permitted. Subsection (c) of this provision makes it clear that in
computing the net operating loss for a preceding year, adjustment is
also to be made to exclude these special deductions (provided by
sees. 241 to 247, inclusive). The House provision would make this
provision applicable to net operating loss deductions for taxable years
ending after October 31, 1956. Your committee has accepted this
provision but advanced the effective date to taxable years ending
after December 31, 1957.
Section 86-Bond, etc., losses of banks -

Present law (sec. 582) provides that in the case of a bank, if the
losses from sales or exchanges of bonds, debentures, notes or certifi-
cates, etc., with interest coupons or in registered form, exceed the
gains of the taxable year from such sales or exchanges, ordinary
loss treatment rather than capital loss treatment is to be permitted.
The House bill amends present law (sec. 582 (c)) to delete the reference
to "with interest coupons or in registered form." This restores the
treatment under the 1939 Code so banks may not be denied ordinary
loss treatment with respect to retirements on mortgages and other
evidences of indebtedness issued by corporations or governmental
units without interest coupons and not in registered form. This section
is effective for taxable years beginning after December 31, 1953, and
ending after August 16, 1954, the general effective date of the income
taxes under the 1954 Code. Your coirmnittee ha& accepted this
provision without change.
Section 87--.Depletion allowance in the case -of estates

This provision, which your committee has accepted without change,
corrects the misspelling of the word deviseess" in section 611 (b) (4)
of the code relating to depletion allowances in the case of estates.
This provision is effective for taxable years beginning after December
31, 1953, and ending after August 16, 1954, the general effective date
of the income taxes under the 1954 dode.
Section 38--Rate of percentage depletion for certain gold mined in the

United States
At the present time the rate of percentage depletion for gold is

15 percent. This section of the bill, which has been added by your
committee, increases the rate of percentage depletion for gold to 23
percent if it is extracted from deposits in the United States. However,
this higher rate of percentage depletion is limited to those cases in
which gold ore is the principal product of the taxpayer. This latter
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limitation is designed to prevent the benefit of this increase in per-
centage depletion :or gold from going to those whose principal business
is the extraction of some other mineral and who extract gold only as a
byproduct.
Your committee believes that increasing the percentage depletion

rate for gold, subject to the limitations described above, is desirable to
place gold production on an equal basis with the large number of other
minerals where the rate of percentage depletion is 23 percent. Cur-
rently receiving percentage depletion at a 23-percent rate when
extracted from deposits in the United States are such metals as lead,
zinc, tungsten, antimony, platinum, and many others.
Your committee believes that this higher rate of percentage deple-

tion for gold is also desirable as an incentive to keep alive the mining
in the United States of a metal of such importance as gold. Testi-
mony before your committee has indicated, moreover, that the gold-
mining industry today is operating under especially unfavorable con-
ditions. The price of gold was fixed at $35 an ounce in 1934. As a
result, most of the gold mines in the country have been closed. An
incentive, therefore, is needed not only to encourage the mining of
known deposits but also to stimulate exploration for new deposits
as well.
Your committee limited the benefit of the higher percentage deple-

tion rate for gold to those cases where gold is the principal product of
the taxpayer because it was felt that where gold is a byproduct, a tax
incentive would not result in increased production. Thus, to allow
the increased percentage depletion for gold in such cases would
constitute a windfall gain.
This increase in the percentage depletion rate for gold is made

effective with respect to taxable years beginning after December 31,
1957.
This provision is not expected to have any significant result on

revenues in the near future.
Section 39-Percentage depletion rates for certain taxable years ending in

1954
The 1954 Code percentage-depletion rates were made effective

January 1, 1954, for calendar year taxpayers. In the case of fiscal
year taxpayers, however, the 1954 Code percentage-depletion rates
were made available only in case of fiscal years beginning after
December 31, 1953, and ending after August 16, 1954.
The House bill amends the code (sec. 613) to allow a taxpayer on

a fiscal year basis to elect to apply the percentage-depletion rates
specified in the 1954 Code to that portion of a fiscal year 1953-54
after December 31, 1953. It also makes this treatment available in
the case of short years beginning in 1954 and ending on or before
August 16, 1954. Your committee has accepted the House provision
with only a minor technical change.
The House provision, to which your committee has agreed, is

desirable because it will equate the tax treatment of fiscal year and
calendar year taxpayers with respect to this transition period. More-
over, it is consistent with the policy previously adopted by Congress
in connection with the percentage-depletion rates established by the
Revenue Act of 1951.
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The provision will provide for the application of the 1939 Code
percentage-dopletion rates for the part of the fiscal year (computed
on a daily basis) which falls in the calendar year 1953 and the 1954
Code rates for that part which falls in the calendar year 1954.
The section opens, or keeps open the statute of limitations for pur-

poses of this amendment for 6 months after the enactment of the bill
(but not if there has been a compromise, and under your committee's
action, not if there has been a. closing agreement). No interest is
to be paid on overpayments resulting from this provision.
This provision is expected to result in a onetime revenue loss of

approximately $1.5 million.
Section 40-Definition of property for purposes of the depletion allowance
The 1954 Code (sec. 614) defines property for purposes of computing

the percentage and cost depletion allowances in the case of mineral
resources. This section permits a taxpayer owning interests in mineral
resources to make one aggregation of part or all of his operating
mineral interests within an operating unit, and permits him to treat
this aggregation as one property. It also allows the taxpayer owning
nonoperating mineral interests in a single tract, or in contiguous
tracts, in hardship cases to treat these nonoperating interests as one
property. These combined interests are considered as one property
for purposes of computing depletion, gain or loss on sale etc.
The House report indicates that the rule provided by the 1954 Code

was intended to liberalize the provisions of the 1939 Code with respect
to the definition of property. Some taxpayers have contended,
however, that the 1954 Code section has deprived them of rights
they previously had under the 1939 law, regulations, court decisions,
or practices. Since, under the 1954 Code, there was no intention to
remove any rights which taxpayers had, the House bill restored
such rights as taxpayers had under the 1939 Code. The House
bill accomplished this by adding a new subsection to the section
dealing with the definition of property to the effect that a taxpayer
could elect to treat any property as if the present 1954 Code definition
had not been enacted, and as if the 1939 Code rules still applied.
Thus, with respect to 1954 and subsequent years, a taxpayer was
given two choices: lie could apply the 1954 Code rules in determining
what constituted a property within an operating unit, or he could
apply the 1939 Code rules.
Your committee is in agreement with the House that the action

taken by Congress in 1954 was intended to liberalize, rather than
restrict, the 1939 Code rules with respect to the definition of property.
However, insofar as operating mineral interests are concerned the rules
.s to what constituted a property under the 1939 Code regulations,
court decisions, and practice were not well established. Thus, your
committee concluded that to give taxpayers the right to apply the 1939
Code rules in effect would simply assure extensive litigation. More-
over, it is not at all clear that this would have established alny
consistent set of rules for determining what constituLtef the property.
Therefore, your committee lhas substituted specific rules to be followed
in determining what constitutes a property for 1958 and all subsequent
years. These rules for 1958 aund subsequent years will be a substitute
not only for the 1939 Code rules, which the House1 bill would have
made available for such years, but also for the 1954 Code rules which
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are available under present law. In addition, for the period from
1954 up to 1958, taxpayers will have their choice as to whether they
follow the rules set forth in the 1954 Code or the new 1958 rules.
The new rules referred to above are made available by your com-

mittee's action only in the case of mineral interests extracted through
a mine (including sulfur extracted by the Frasch process) and do not
include oil and gas extracted through a well. In the case of oil and
gas, the rules followed under the 1939 Code were more explicit, and
there therefore does not seem to be the need for immediate action in
redefining the property for purposes of oil and gas depletion. As a
result in the case of oil and gas your committee has accepted the House
provision permitting taxpayers for 1954 and subsequent years to choose
between the 1954 Code rules and the 1939 Code rules.
In the case of nonoperating mineral interests (including oil and gas

as well as other minerals) your committee has also provided a specific
rule. This rule, which is an exclusive rule, applies for 1958 and subse-
quent years or at the taxpayer's election for 1954 and subsequent years.
In large part, however, this is the existing 1954 Code rule with certain
amendnia3nts referred to in (e) below.

(a) 1958 aggregation rule for separate mineral interests.-Your com-
mittee's amendments permit a taxpayer (in the case of mineral
interests other than oil and gas wells) to aggregate all of the interests
in a mine, or all of the interests in two or more minunes within an operat-
ing unit for purposes of determining what constitutes a property.
Those interests which are not aggregated in a mine, or in an aggrega-
tion consisting of two or more mines remain as separate interests and
each constitutes a property. In making these aggregations, interests
can be aggregated whether or not they are in the same or contiguous
tracts, and the taxpayer can make more than one aggregation in an
operating unit. However, any aggregation must include all of the
interests in a mine, including interests which subsequently become
'part of that mine. In defining what constitutes an operating unit, or
a mine, your committee intends that the taxpayer's determination is
to be accepted unless there is a clear and convincing basis for a change.

(b) 1958 rules permit breakup of single interest.-The 1958 rules per-
mit a taxpayer to break up a single interest, or tract containing 1
deposit into 2 or more properties so long as there is a mine on each
segment. The separate property on which the new mine is lo-
cated can then be aggregated with other properties according to the
rules set forth above. However, where 1 of these interests is broken
between 2 or more mines, the special application of exploration ex-
penses referred to below is not to be made in limiting allowable deple-
tion.
Once an aggregation has been made of 2 or more interests, a portion

of 1 of the aggregated interests cannot be broken off and treated as
a separate property without the consent of the Secretary or his dele-
gate. Ordinarily separations will be permitted in cases such as the
following: Assume that a mine has been developed toward one end
of a property and that the taxpayer aggregates it with another tract
which he also owns. Subsequently he develops another mine toward
the other end of the first tract, and desires to treat that mine as
a separate property. It is contemplated that permission will be
granted to break off and treat the new mine as a separate property in

2808--8--4
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such cases unless under the particular circumstances tax avoidance is:
the principal purpose for tile separation.

(c) Election as to application of 1968 rule.-As has already booeen in-
dicated under your committee's action, taxpayers having mineral
interests, other than oil or gas wells, are required to make anl election
under these new rules for 1958 and subsequent years. They also are
permitted to apply these same rules back to the general effective date
of the 1954 Code, namely, taxable years beginning after D)ecember 31,
1953, and ending after August 16, 1954. Alternatively, however, for
the period from. 1954 to 1958 taxpayers are permitted to follow. the
definition of property now in the 1954 Code.

In the case of the new aggregation rules, taxpayers who elect the
new treatment only for 1958 and subsequent years must make an
election as to how they will aggregate their property for their first
taxable year beginning after December 31, 1957, or for the first year
in which they incur expenditures for the development or operation of
an interest after its. acquisition, whichever is later. If the taxpayer
elects to apply this new rule for 1954 and subsequent years the aggre-
gation under the new rule must be applied for the first year which
begins after December 31, 1953, and ends after August 16, 1954, or
the first year in which the taxpayer makes development or operational
expenditures with respect to an interest, whichever is later.
The election to break up a single interest or tract having 1 deposit

into 2 or more properties must be made according to tlhe same rules
as those set forth above except that instead of applying when the'first
expenditures are incurred for development or operations of thle first
mine the second alternative as to the election must be made when
developmental or operational expenditures are first made for 2 or
more mines.
The election as to an aggregation of interests or tlhe break up of a

single interest, although made with respect to 1954 and subsequent
years or with respect to 1958 and subsequent years, in no case needs
to be made before the first of the month which begins more than 90
days aftel' final regulations are issued on the definition of property.
The election as between tlhe 1954 Code rule and tlie 1958 rule for tlhe
period( from 1954 to 1958 can be made separately by operating units,.
That is, a taxpayer may elect the 1958 rule with respect to one operat-
ing unit and for this period the 1954 Code rule with respect to another
operating unit, bulcthlcannot elect one of these rules with respect to one
part of an operating unit and thie other rule with respect to the re-
mainder of the operating unit. Your committee's action opens or
keeps open, the statute of limitations with respect to assessments of
deficiencies or overpayments which may arise as a result of these
elections as to tlie definition of property for the period from 1954 to
1958.

(d) l?'ExploratioTn expenditures made prwor to an, aggregation of iln-
terests.---A special l)roblem is presented by exploration expenditures
which are incurred prior to the aggregation of 2 or more interests
wheru there already is a mine in operation on 1 of the tracts. Without
any special rule tlhe exl)loration expenditures made before the aggre-
gation, on tlhe interest where there is no mine although themselves
deductiblee would not decrease, tlhe income from tlhe property on which
tlhe mine is located. Thus they could not result in any decrease in
tho maximum percentage depletion allowable with respect to that
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property. On thel other hand, such a reduction would have occurred
had the two interests been aggregated during the entire period in
question. As a result, your committee has provided that where
exploration expenditures arle made prior to the aggregation of two
or more interests they are to be taken into account in future years
after the aggregation has been made. This will be true, however,
only from January 1, 1958 on, unless the taxpayer elected to apply
the new rule back through 1954.
These expenditures are taken into account for the future years by

first recomputing the tax for the prior years, assuming that the in-
terests subsequently aggregated were at that time aggregated. If
after this recomputitation is made it is found that there is an increase
in tax liability, this excess is taken into account for years beginning
with the time the aggregation is made. This increase then is spread
forward evenly over the same number of years in which it would
have been incurred had the interests, been aggregated in the past.
Provision is also made where a taxpayer dies or ceases to exist to
take into account in this last year any of the increase not previously
accounted for.

(e) Nonoperating mineral i.terests.-In the case of n1onoper1ating
mineral interests your committee's amendment provides that 1
aggregation may be made of 2 or more separate interests, or tracts,
so long as these tracts are adjacent and a principal purpose of the
aggregation is not tax avoidance. Thus, your committee's amend-
ment has substituted a tax avoidance rule for the "hardship" test of
existing law and also permits tracts to be aggregated where they are
"adjacent" rather than "contiguous." By "adjacent" it is not meant
that the tracts may be separated only by a body of water, a highway,
etc. ':ibStead, it is meant that the tracts must be in reasonably close
proximiity to each other.
Section 11---I[nvestment companies furnishings capital to development

corporations
This section makes two technical corrections il the section of the,

code (see. 851 (e)) which is concerned with the qualifications which
must be llmet by illvestment companies fullnishling capital to develop-
mle(lt (orporations in order to ol)tainl regulf(aed investment. company
t reatnlent.
Under the 1939 Code a (ertification was require( l)y tlhe Securities

ani(l Exchlange Commission ''not more thant 0 days" which iln the
1954 Code was inadvertently chanltge( to "iiot less than 60 lays."
'lhe House( provisionl, IIwhich your comnitte lihas accepted without
(lhanlge, restores tlie feetet of the 1939 Code( language.
Tle -Iouse provision, which youLr comill)ittee accepted, also corrects

a l ypograpll)ical erLor by chasing the word "issues'" to "issuer.'blis provision is (f((,etile. for tiaxab)le, years )beginning after Decem-
be(r 31, 1953, andhidingng after August 16, 1954, tlie general effective
(late of tlhe income taxes un(ler the 1954 Co(le.
Section /,2--'Treatnrent of dlimded.s of regulated investment companies

whose assets consist mainly of State and local obligations
Mutual funds represent an opportunity for those wh.0ose investment

funds are relatively limited to (diversify their investments ilnd obtain
expert investment counsel in much the same manner as larger investors
flre able to ldo directly. So that, persons who make their investments
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through these mutual funds will not be burdened with heavier taxation
than those investing directly, Congress in the past has provided that
the mutual funds which qualify as "regulated investment companies"
need not pay the corporate income tax on the income they receive if
it in turn is distributed to their stockholders (where 90 percent or
more of their income is distributed in this manner).
To a limited degree present law provides that income received from

a regulated investment company is in the hands of the stockholder
to retain the same character it had in the hands of the regulated
investment company, or the same character it would have had in the
hands of a person investing his own funds directly in an operating
company. This "pass-through" of the character of income, or conduit
principle, has already been accorded to regulated investment com-
pany income in the case of capital gains. Also, where interest income
represents more than 25 percent of the income of a regulated invest-
ment company, a distinction is made between dividend income and
interest (or other) income. Also, in the case of a regulated investment
company more than half of whose stock or securities represent invest-
ments in foreign corporations, the foreign tax credit is passed through
to the shareholders. The conduit principle is not presently applied,
however, in the case of tax-exempt interest derived from State and
local government bonds.
Your committee believes that it is desirable to permit investors to

pool their funds to invest in State and local government bonds in the
same manner as other forms of investment. Under present law,
since the conduit principle is not applied in this case, tax-exempt
bonds, however, represent a relatively unattractive investment for
regulated investment companies. At present, although this interest
from State and local government bonds is not taxable to the regulated
investment company, it loses its tax-free character when it is passed
through to the shareholder. As a result, individuals cannot today
invest part of their funds through a regulated investment company
in State and local government bonds and receive the same tax treat-
ment as investors who purchase the bonds directly.

Application of the conduit principle in the case of interest income
from State and local government bonds is desirable, not only to give
assurance of equal treatment of small and large investors but also as a
means of aiding State and local government financing. This was in
fact the reason given by the President in his Economic Report for 1957
in favoring the application of conduit principle for regulated invest-
emnt companies that hold their assets in State and local government
securities. The statement made by the President in his Economic
Report is gs follows:

The expenditures of State and local governments are now
about half those of the Federal Government, and the recent
rate of increase has been considerably higher. The principal
objects of this increased spending are schools, highways, and
the variety of community facilities required by population
increase and the rapid growth of suburban areas. In view
of the exceptionally high di(lnds for the labor, materials,
and equipment needed to carry out those projects, it is in-
evitable that not all of them can go forward as rapidly, or
on as large a scale, as may be desired. Financial consider-
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ations also may require some rescheduling of proposed proj-
ects, since State and local governments with large borrowing
requirements have already encountered heavy competing
demands in the capital markets. Some improvement in the
ability of these governmental units to finance their projects
would result from an amendment of the Internal Revenue
Code to extend the "conduit principle" to regulated invest-
ment companies that hold their assets in State and local
securities. The amendment, which would involve no loss
of revenue, would permit regulated investment companies
of this type to pass through to their stockholders the tax-
exempt status of the income received on State and local secu-
rities. The Congress is requested to enact legislation to
accomplish this result.

Your committee has, therefore, amended the regulated investment
company provisions of present law to provide that where certain
conditions are met, State and local government bond interest is to
retain its tax-exempt character when passed through- to the stock-
holders of the regulated investment company. This treatment is to
be available, however, only where 90 percent of the value of the
assets of the regulated investment company represents cash and cash
items and obligations of State and local governmental units (that is,
obligations the interest on which is excludable from gross income
under sec. 103 (a) (1)). Also, to qualify for this "pass-through" of
the tax-exempt character of State and local government bond interest,
this interest income must represent more than 95 percent ofrthe
company's gross income (excluding capital gains and treating this
interest as if it were includible in gross income). Thus, a regulated
investment company, in order to pass through to its stockholders the
tax-exempt character of State and local government bond interest,
must have virtually all of its funds invested in such obligations. In
other respects, the requirements that must be met by one of these
special regulated investment companies are essentially the same as
are required of regulated investment companies generally. In this
case, also, 90 percent of the investment company income must be
distributed for the special treatment to be available (for this purpose,
trot :ing the tax-exempt interest as if it were included in gross income)
anli the shareholders must be informed in writing not later than 30
days after the close of their taxable year the amount of any tax-exempt
interest they are deemed to have received.

This provision is to be effective with respect to taxable years
beginning after the date of enactment of this bill.
Section 43-Transactions in regulated investment company shares

around time of distributing capital gain dividends or tax-exempt
dividends

Under present law a regulated investment company is not taxed on
net long-term capital gains which it distributes. Instead, such adividend( is taxed as a long-term capital gain to the stockholder.
Moreover, a regulated investment company which does not choose to
distribute capital gains, nevertheless, may pay the tax and pass this
on as a credit to its shareholders. In such cases, the shareholder' is
deemed to have received the capital-gain income (including the tax
paid by the company) but in computing his tax is given a credit for
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the tax paid by the regulated investment company. In both of
.these cases the gain taxed to the shareholder is considered to be a
long-term capital gain, whether or not the regulated investment
company stock has been held for 6 months.

It has been reported that on occasion- dealers in securities have pur-
chased regulated investment company stock just before a capital-gain
dividend became payable, and then, immediately after the receipt of
the dividend, sold the stock. In such cases the selling price of the
stock is usually less than the purchase price by approximately the
amount of the capital-gain dividend. If the dealer held such stock in
an inventory account, his loss on the sale of the stock would be
treated as an ordinary loss deductible against ordinary income. Tax-
payers other than dealers (or dealers as purchasers for their own
investment accounts) also can take advantage of this device. In
these cases the capital-gain dividend is a long-term capital gain and
the loss from the sale of the stock is a short-term capital loss which can
be offset against short-term capital gains on which the taxpayer would
otherwise T)e taxed as ordinary income.
The problem presented here is similar to that presented in the;

case of ordinary dividends where the recipient is a corporation eligible
for the intercorporate dividends received deduction. As in the case
of that problem (dealt with in sec. 20), the House concluded that
taxpayers should not obtain such tax advantages merely by juggling
income among different types of income tax categories. Your com-
mittee concurs in this conclusion.
The House bill dealt with this problem by providing (in sec. 852

(b)) that where a taxpayer has hold a share of regulated investment
company stock for no more than 30 days and either receives or is
deemed to receive a long-term capital gain dividend in that period,
any loss on the sale of the stock is to be treated as a long-term capital
loss to the extent of the long-term capital gain dividend received or
deemed to have been received.
Your.committee has accepted tile IHouse provision btut expanded

it to deal with a similar problem it believes would othlerlwisearise in
connection with section 42 of the bill, which, in certain cases, permits
tax-exempt State or municipal bond interest received by a regulated
investment company to be passed through to its stockholders and still
retain its tax-exempt character. If no amendment were made, it
would be possible to buy regulated investment compl)any stock of a
company specializing in tax-exempt bond investments shortly before
a tax-exempt interest divided became payable by the regulated invest-
ment company. Then, after receipt of 'the interest dividend, which
the stockholder would not need to include in his taxable income, he
could immediately sell the stock, and could normally expect to incur
a loss about equal to thle (Xeml)t interest divid(en d. Although the
income was not taxaWle, tihe loss for a (dealerl would be anll ordinary
loss and fully deductible. or for other taxpayers would b1) a short-term
capital loss which would )be offset against either short-term or long-term
capital gain.
To prevent the pass-through of tax-exempt interest from beintng

used as a tax-avoidance device of the type referred to above, your
committee expanded this provision of tile House bill so that, where
regulated investment company st(ck is held for not over 30 days and
in that period an exempt interest dividend becomes payable, then
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any loss on tlhe sale of the stock is not to be recognized to the extent
of the exempt interest dividend.
The House bill would make this section applicable to taxable years

ending after November 7, 1956, but only with respect to stock acquired
after that date. Under your committee's action, this provision is
made applicable to taxable years ending after December 31, 1957,
with.respect to stock acquired after that date.

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of the current
revenue gain cannot be made.
Section 44-Special method of taxation for real estate investment ttusts
Under present law individuals desiring to invest in stocks and

bonds can secure the benefits of stock diversification, even though
their funds are small, by buying shares of stock in investment com-
panies which in turn invest in stocks and securities of operating
companies. These companies which invest ill stock and securities
are known as regulated investment companies if they meet certain
requirements as to asset diversification, capital structure and opera-
tions. Such companies if they distribute at least 90 percent of their
ordinary income are talked only on their undistributed income.
Dividends paid by them generally are taxed in the usual manner to
shareholders, except that dividends arising from capital gains realized
by the company receive capital gains treatment in the hands of the
recipient and dividends, which to an important degree are attributable
to interest or other nondividend income, are, to the extent of that
portion, not eligible for the dividends received credit, exclusion, or
deduction.
The omission of the corporate income tax in the case of distributed

earnings, which present law provides for regulated investment com-
panies, secures for investors in these companies essentially the same
tax treatment as they would have received if they had invested
directly in the operating companies. Your committee has added a
provision which extends this same-type of tax treatment to real estate
trusts specializing in investments in real estate equities and mortgages
as distinct from the stock and security holdings of the regulated
investment companies. Thus, this secures for the trust beneficiaries
the same type of tax treatment they would receive if they held the
real estate equities and mortgages directly and, therefore, equates
their treatment with that accorded investors in ordinary regulated
investment companies.
Your committee believes that the equality of tax treatment between

the beneficiaries of real estate trusts and the shareholders of regulated
investment companies is desirable since in both cases the methods of
investment constitute pooling arrangements whereby small investors
can secure advantages normally available only to those with larger
resourc es. e advantages include thle spreading of the risk of loss
)y the greater diversification of investment which can be secured
through the pooling arrangements; the opportunity to secure the
benefits of expert investment counsel; and the means of collectively
financing projects which the investors could not undertake singly.

In additional to providing equality of tax treatment between the trust
beneficiaries and the investment company shareholders, your com-
mittee believes it is also desirable to remove taxation, to the extent
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possible, as a factor in determining the relative size of investments in
stocks and securities on one hand, and real estate equities and mort-
gages on the other. This is particularly important because it will in-
crease the private capital and mortgage money available for individual
homes, apartment houses, office buildings, factories, and hotels. At
the present time the financing of these real estate equities and mort-
gages is dependent largely on Government-guaranteed money, and
investments by special groups, such as insurance companies and
pension trusts.

It has sometimes been argued that real estate investment trusts
differ from regulated investment companies in that the income of the
latter already has been subjected to income tax while the income of
the former has not. This refers to the fact that the dividend income
of the regulated investment company already has been taxed as a
part of a corporation's income before it was received by the regulated
investment company while the rental income received by the real
estate trust has not.

This overlooks the fact that the interest income of regulated invest-
ment companies, as well as their capital gain income, has not previ-
ously been subjected to the corporate income tax. Moreover, this
interest income is an important element in the portfolios of many of
these regulated investment companies. This absence of a prior tax
in the case of a significant portion of the income of regulated invest-
ment companies demonstrates that the concept of a regulated invest-
ment company is not to impose, or retain, any specified number of
taxes with respect to income but rather to accord individuals of small
means an opportunity to pool their investments in one of these com-
panies, yet receive the same treatment as those of greater wealth can
obtain by direct investments.

This provision will be available not only to the real-estate invest-
ment trusts which are in existence today but also in the case of many
new real-estate investment trusts which it is anticipated will be formed
as the discriminations against this type of investment are removed.
Your committee believes that this will have the desirable economic
effect of encouraging real estate investments generally.

This provision closely parallels a provision reported out favorably
(H. R.-8102) last year by the Committee on Ways and Means of the
House. Your committee's provision, like the provision previously
reported by the House committee, to the full extent feasible makes
the requirements and conditions now applicable to regulated invest-
ment companies also applicable to the real-estate investment trusts.
Although in this provision your committee has used a different
form than that used in the House bill in distinguishing between passive
investments and the active operations of a business, it shares the views
expressed in the House report that the regulated investment company
type of tax treatment should be extended only to the passive invest-
ments of real-estate investment trusts. Your committee agrees that
any real-estate investment trust engaged in active business operations.
should continue to be subject to the corporate tax in the same manner
as is true in the case of similar operations carried on by comparable
enterprises.
Under the provision added by your committee real estate invest-

ment trusts are defined as unincorporated trusts or associations meet-
ing certain general requirements and, in addition, meeting a series of
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requirements as to amounts of various types of gross income. The
general requirements referred to include provisions that they be man-
aged by trustees have transferable shares or certificates of beneficial
ownership, and that they must be a type of organization which in the
absence of this provision would be taxed as an ordinary domestic
corporation. These are the usual characteristics of real estate trusts.
The provision added by your committee also provides that quali-

fying real estate investment trusts must meet the following general
requirements:

(1) The beneficial ownership must be held by 100 or more
persons;

(2) No 5 individuals, taking account of related individuals,
may hold more than 50 percent of the beneficial interests in the
trust (your committee's provision achieves this effect by speci-
fying that the trust must not be one which would be classified
as a personal holding company if all of its gross income were
personal holding company income);

(3) The trust must elect to be treated as a qualified real estate
investment trust for the taxable and subsequent years; and

(4) The trust may not hold any property primarily for sale to
customers in the ordinary course of its trade or business.

The requirements set out above are substantially similar to the
conditions which must be met by qualifying regulated investment
companies.
The income requirements, all of which must be met by a qualifying

real estate investment trust are divided into four categories. First,
for the trust to qualify, at least 90 percent of-its gross income must
be from dividends, interest, rents from real )property, gains from the
sale of stock, securities and real property (including interests in real
property and interests in mortgages on real property), and abatements
or refund of taxes on real property. This is substantially the same
as the 90 percent test provided for regulated investment companies
except for the addition of the various types of income derived from
real property.
The second income test provided for real estate investment trusts

is new and is not required in the case of regulated investment com-
panies. Under this test at least 60 percent of the trust's income
must be derived from real property; that is, must be derived from
rents from real property, interest on obligations secured by mortgages
on real estate, gain from the sale of real property, dividends and other
distributions from other qualifying real estate investment trusts and
abatements or refunds of taxes on real property.
The effect of this 60 percent test, plus the prior 90 percent test, is

to require that at least 60 percent of a trust's income be derived from
real property. Another 30 percent must be derived either from real
property or from sources from. which a regulated investment company
must derive most of its income.
The third and fourth income requirements are concerned with gains

from the sale of property. The third test provides that not more than
30 percent of the trust's income may consist of short-term gains on
security sales. The fourth test provides that gains from voluntary
sales of real property (including interests in real estate mortgages)
held for less than 5 years, may not account for more than, 30 percent
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of the trust's gross income. The third test is similar to one required
in the case of regulated investment companies; the fourth test is new.
As indicated above, your committee has made sure that trans-

actions which might be considered active business operations are not
given the regulated investment company type of tax treatment. The
principal limitation to achieve this result provides that rents from
real property do not include amounts received with respect to real
property if the trust furnishes or renders services to the tenants of
the property or manages or operates the property, other than through
an independent contractor from whom the trust itself does not derive
or receive any income. If any services are performed for tenants or
management fees are received therefor, these services must be per-
formed and these fees received by an independent contractor rather
than by the real estate investment trust. This provision is not intended
to require the trustees to delegate or contract out their fiduciary duty
to manage the trust, as distinguished from the servicing and operating
of the building or buildings owned by the trust. Moreover, the
requirement that the trust not receive any income from the indepeled-
ent contractor gives assurance that the relationship between the two
is an arm's length relationship.

Rental income is also defined as excluding anmotunts derived from
property if these amounts depend in whole or in part on tlhe income or
profits derived by any person from the property. This is provided to
give assurance that no profit-sharing arrangement, provided for in the
rental contract, will in effect make the trust an active participant in
the operation of the property. Income from the operation of a store
on a business property would, of course, be income derived from this
property.
An exception to the general rule is provided for amounts based on a

fixed percentage or percentages of receipts and sales since these -are
customary types of rental contracts and are not generally considered
related to the profit or loss of the lessee. Generally speaking, there-
fore, rents received from real estate would not be disqualified solely
by reason of the fact that the rent is based onl a fixed percentage of
total receipts or sales of the lessee (whether or not adjusted for such
items as returned merchandise, or Federal, State, or local sales taxes),
It is not intended to disqualify situations where the lease provides for
differing percentages of receipts or sales from different departments
or from separate floors of a retail store, for example, so long as each
percentage is fixed at the time of entering into' the lease. However,
the fact that a lease is based upon a percentage of total receipts would
not necessarily qualify the rent as "rent from real property." Thus
for example, rent would not qualify if the lease provides for a rental
measured by varying percentages of receipts, unless the arrangement
conforms with normal business practices where rental percentages
are based on receipts, and is not in reality used as a mnoans of basing
the rent on income or profits.

Still a third restriction provided in the case of rents from real prop-
erty excludes from the definition of rents amounts received from anyperson if the trust has an interest of 10 percent or more in the business,
assets, or profits of that person. This prevents the avoidance of the
restrictions descril)ed above with respect to rents from real estate
through the device of setting up a related organization. It also fore-
closes tlme opportunity of any substantial relationship between the
trust and the business of any tenant,
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As has been previously indicated, this bill provides the regulated
investment company type of tax treatment in the case of real estate
investment trusts which distribute 90 percent or more of their ordinary
taxable income (exclusive of net long-term and short-term capital
gains). Any amount in excess of the 90 percent which the trust
retains, however, is to be subject to the regular corporate income tax.
The beneficiaries of the trust in general will continue to be taxed in

the same manner as ordinary dividend recipients. Capital gains of
the trust, however, to the extent they are distributed, are to be free of
tax at the trust level and at the beneficiary level are taxed as long-term
capital gains rather than as an ordinary dividend. No provision is
made, however, to extend to real estate investment trusts the pro-
cedure, presently available for regulated investment companies,
whereby capital gains which are-not distributed can be taxed to the
beneficiaries rather than to the trust.
Where 25 percent or more of the income of the real estate invest-

ment trust is from rents, interest or other nondividend income the
trust beneficiary is to treat as a dividend only that portion of the
dividend payment he receives which corresponds to the percentage of
the trust's income which was attributable to dividends. Any amount
not treated as a dividend to the beneficiary is not to be eligible for the
dividends received credit, exclusion or deduction, but is to be taxed as
ordinary income to the recipient. If the interest and other nondivi-
(lend income is less than 25 percent of the trust's total income, the
entire distribution to the beneficiary (exclusive of capital gains divi-
dends) is to be treated as if it were the receipt of an ordinary dividend
and eligible for the dividends received credit and exclusion or
deduction.
A restriction in this provision applies in the case of capital-gain

dividends, the same treatment which this bill in section 43 applies to
regulated investment companies generally. That is, where a share
or interest in a real estate investment trust is held for not more than
30 days any loss on the sale or exchange of the share or interest, to the
extent of any capital, gain dividend received during that period, is to
be treated as a long-term capital loss.

This provision is effective with respect to taxable years of real
estate investment trusts beginning after December 31, 1957.
Section 46-Tax on nonresident aliens
Under present law, lump-suni distributions made under "trusteed"

employee-pension, profit-sharing, and stock-bonus plans are subject
to a 30-percent tax as provided by section 871- (a) when paid toga
nonresident alien not engaged in a trade or business within the United
States. In addition, such payments are subject to withholding at tho
source. However, lump-sum payments made to the same individual
are not subject to either the 30-percent tax or withholding at source
if they are made under an "insured" employee pension, etc., plan.
The House bill corrects these defects by subjecting (in sec. 871

(a) (1)) lump-sum distributions made under insured employee-
penlsion, etc., plans to the 30-percent tax. The bill (code sec. 1441)
also subjects these distributions to withholding at the source. Your
committee has accepted this provision without change.
- The 30-percent tax is made effective for taxable years ending after
the (late of enactment of this bill. The withholding becomes effective
the (lay after the enactment of this bill.
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Section 46-Credits for dividends received and for partially tax-exempt
interest in the case of nonresident aliens

In lieu of the regular individual income tax, section 871 (a) im-
poses a tax of 30 percent on the gross amount of certain items of
income received by nonresident aliens not engaged in trade or business
in the United States, However, if the individual's income from these
sources exceeds $15,400, section 871 (b) provides that the alien is to
pay the regular income tax if this is more than 30 percent of the gross
amount received from the specified income sources.
Although the 30-percent tax imposed by section 871 (a) is not

reduced by the 4-percent dividends received credit or the $50 dividend
exclusion, the credit and exclusion are available where a 30-percent
tax is applicable under section 871 (b). Thus, this may result in a
lower tax under this subsection than under subsection (a). To
remove this inequality, the House bill provides that the 30-percent
tax required by section 871 (b), where applicable, is to be the same
tax as that provided under section 871 (a). This, in effect, denies the
dividends-received credit and exclusion in the case of the present
30-percent tax provided under section 871 (b). Your committee has
accepted this provision.The'House bill also amends section 35 of the code to provide that
no 3-percent credit is to be available for partially tax-exempt interest
in the case of the 30-percent tax under section 871 (a) or that presently
applicable under section 871 (b). Your committee has concurred
in this change.
The House bill would make the amendments made by this section

apply to taxable years beginning after December 31, 1956. Your
committee has advanced this date to December 31, 1957.
Section 47-Basis of property acquired by gift
Under present law where property is acquired by gift it is generally

considered to have the same basis in the hands of the donee for pur-
poses of computing gain, loss, depreciation, or amortization as it ad
in the hands of the person who made-the gift. Where donated
property is subsequently sold at a oss, however, the recognized loss
is limited to the excess of the fair market value of the property at the
time (when this value is below the basis at that time) it was given to
the donee over the amount received.

In general, carrying- over the basis of property in the case of gifts
is ill accord with the general principle followed in determining basis;
namely, setting the basis of the property at its "cost". In this case
the "cost" is the cost of the property to the donor, adjusted for any
subsequent depreciation, etc. However, this ignores the fact that in
reality there is another "cost" incurred in transferring the property
from the donor to the donee; namely, the gift tax, which must be paid
in order to make this transfer. As a result, your committee has
concluded that to properly reflect total "costs" incurred with respect
to donated property, it is necessary to increase the basis of the property
by the amount of any gift tax paid with respect to it.
As a result, your committee has added a new subsection to the

section of present law (sec. 1015) specifying the basis for property
acquired 1)y gift. In this new subsection it is provided that the basis
of property acquired by gift, after the date of enactment of this bill,
is to be increased by the amount of any gift tax paid with respect to
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the donated property. However, the basis of the property as a result
of this addition of the gift tax to the basis is not to be increased to
more than the fair market value of the property at the time of the gift.
A limitation, of this type means that cash will be treated no less
favorably than other property, and that there will be no incentive to
convert cash into securities in order to obtain an increase in basis.
above the fair market value of the property. Moreover, this is.
similar to the rule which presently is in effect in the case of a subse-
quent sale at a loss.
The bill also provides an increase in basis for any gift tax paid with

respect to gifts made before the date of enactment of this bill where
the property has not as yet been sold, exchanged, or otherwise dis-
posed of. In this case also, the basis of the property is to be in-
creased by the amount of the gift tax, but not by more than any
excess of the fair market value of the property at the time of the gift
over its basis at that time.
The gift tax attributable to each gift is to be determined by assigning

a pro rata portion of the gift tax paid for any calendar year to the
taxable gifts made in that year. In determining the total amount of
taxable gifts for purposes of this allocation, the $30,000 specific
exemption is ignored and the total amount of the gifts made is reduced
by any charitable deductions and any marital deduction. Also,
where gifts are considered as being made one-half by a husband
and one-half by his wife, both gift taxes are taken into account in
determining the gift tax to be added to the basis of the property in
the hands of the donee.
Section 48-Property acquired in tax-free exchange

Where, in connection with an exchange of property described in
section 1031 (exchange of "property held for productive use in trade
or business"), section 1035 (certain exchanges of insurance policies),
or section 1036 (stock for stock of same corporation) a taxpayer
transfers property of the type permitted to be exchanged tax free and,
in addition, other property, having a tax cost in excess of its market
value, the taxpayer may be able to claim a recognized loss. This loss
should be reflected in determining the basis of the property received
by the taxpayer on the transaction. However, present law does not
make it clear (under sec. 1031 (d)) that there is a decrease in the basis
of the propertyreceived in order to reflect this recognized loss.

Accordingly, the House amended the code (sec. 1031 (d)) to provide
for a decrease in basis of the property received to the extent of the
amount of any loss recognized to the taxpayer upon the transaction.
Your committee has accepted this provision without change.
The provision is effective for taxable years beginning after December

31, 1953 and ending after August 16, 1954, the general effective date
of the income taxes under the 1954 Code.
Section 4/9-Involuntary conversions
Under the present involuntary conversion provision (sec. 1033)

no gain is recognized if within a specified length of time the taxpayer
acquires other property similar in nature to the property converted,
or purchases stock and thereby acquires control of a corporation
holding similar property.

Un(ler the 1939 Code "control" was defined as the ownership of
stock possessing at least 80 percent of the total combined voting
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power of all classes of stock entitled to vote and at least 80 percent
of the total number of shares of all other classes of stock of the corpo-
ration.

This definition of "control" of a corporation was inadvertently
made inapplicable to involuntary conversions in the rearrangement
of provisions made by the 1954 Code. Both the House bill and
your committee's action make it clear that this definition of "control"
is applicable in the case of involuntary conversions.

This provision is effective for taxable years beginning after De-
cember 31, 1953, and ending after August 16, 1954, the general effective
date of the income taxes under the 1954 Code.
Section 50-Condemnation of real property held for productive use in

trade or business or for investment
Present law (sec. 1033) provides that where property is either wholly

or partially destroyed, stolen, seized, requisitioned, condemned, or
whether there is a threat or imminence of such, no gain is recognized
where the property is compulsorily or involuntarily converted into
"property similar or related in service or use to the property so con-
verted." This same treatment is also accorded where the property
is first converted into money or unrelated property and then, within a
specified period of time, it is converted into property which is similar
or related in service or use. The Internal Revenue Service and
courts have held that section 1033 requires a relatively narrow con-
struction of the words "property similar or related in service or use,"
with the result that the converted property must be substantially
similar to that destroyed. It has been held not to include, for example,
improved real estate which is converted into unimproved realty, nor
a barge substituted for a tug. Similarly, it has been held not to
include property used in the operation of a business which was sub-
stituted for rented property. Likewise, it has been held not to include
city real estate exchanged for a farm or a ranch.

Present law also provides (sec. 1031) for the nonrecognition of gain
where property held for productive use in trade or business or for in-
vestment (not including inventory, stock, bonds, or other securities)
is exchanged for property of a "like kind to be held either for produc-
tive use in trade or business or for investment." The phrase "like
kind to be held either for productive use in trade or business or for
investment" has been given a broader interpretation than the similar
or related phrase. "Like kind " for example, has been held to in-
clude unimproved real estate which is exchanged for improved real
estate, so long as both properties are held either for productive use in
trade or business or for investment. Thus, the "like kind" phrase
has been held to include the exchange of city real estate (used in a trade
or business) for a farm or ranch.
Both in the case of property involuntarily converted and in the

case of the exchange of property held for productive use in trade or
business or for investment, gain is not recognized because of the con-

tmnuity of the investment. Your committee sees no reason why sub-
stantially similar rules should not be followed in determining what
constitutes a continuity of investment ill these two types of situations
where there is a condemnation of real property. Moreover, it appears
particularly unfortunate that present law requires a closer id(lentity
of the destroyed and converted property where the xchllang( is beyond
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the control of the taxpayer than that which is applied in the case of
the voluntary exchange of business property.
As a result your committee has added a new subsection to the in-

voluntary--conversion (sec. 1033) provision of present law. In this
new subsection it has added the "like kind" test of the voluntary
exchange of business property rule of present law as an alternative in
the case of involuntary conversions for the rule requiring the substitu.
tion of property "similar or related in service or use." The "like
kind" rule in this case applies, however, only in the case of real prop.
erty, does not include inventory or property held primarily for sale,
and is limited to seizures, requisitions, condemnations, or the threat
or imminence thereof. Nor does it apply in the case of the purchase
of stock in acquiring control of a corporation. This new rule is to be
available only in the case of the disposition of converted property
after December 31, 1957.
Under present law the involuntary conversion provision applies in

the case of a personal residence which is involuntarily converted and
replaced. Such replacements do not come under the provision relating
to the sale or exchange of a residence (sec. 1034), which provides for
the nonrecognition of gain where there is a voluntary exchange of one
personal residence for another within a specified period of time. In
most cases it makes no difference which of these two provisions is
applied to an involuntary conversion of a personal residence. How-
ever, in some cases- the voluntary sale or exchange provision may be
more liberal than that relating to involuntary conversions. For that
reason your committee has decided to give taxpayers an option in the
case of the involuntary conversion of personal residences to come
under the provision relating to the sale or exchange of residences (sec.
1034) or the involuntary conversion provision (sec. 1033).
Section 51-Property acquired before AMarch 1, 1913

Present law (in sec. 1053) provides that property acquired before
March 1, 1913, is to have a basis of cost adjusted for depreciation for
the period before March 1, 1913, or the fair market value as of March
1, 1913, whichever is greater, for purposes of determining gain. As a
result of the rearrangement of various code provisions in 1954, the
wording of this provision erroneously refers to only one part in the
subtitle relating to income taxes. The House bill corrects this refer-
ence by making this provision refer to the entire income tax subtitle
instead of merely the one part. Your committee concurs in this
change.

This provision is effective for taxable years beginning after Decem-
ber 31, 1953, and ending after August 16, 1954, the general effective
(late of the income taxes under the 1954 Code.
Section 52-Postponement of gain from sale or exchange to efiecttuate

Federal Communications Commission policies
Where the sale of broadcasting property is certified by the Federal

Communications Commission as being necessary or appropriate to
carry out its policies, present law (sec. 1071 (a)) provides for the
(deferral of the recognition of any gain resulting from such a sale.
Thllis deferral of gain becomes effectivO if the proceeds from the sale are
reinvested in propertyy similar or related in service or use," as in the
case of sales coming under the involuntary conversion provisions,
or if thl taxpayer elects to reduce the basis of any remaining property

73



TECHNICAL AMENDMENTS ACT OF 1958

subject to depreciation, by the amount of the gain on the property
disposed of.

It is understood that taxpayers have on occasion purchased addi-
tional facilities in excess of the maximum number of facilities permitted
under then existing FCC rules, and then obtained a certification from
the FCC that the disposition of the older facility was necessary or
appropriate, thereby obtaining tax deferment on the gain from the
sale. This is true even though the entire transaction in effect amounts
to a voluntary undertaking by the taxpayer.

In September 1956, the FCC announced that commencing October
15. 1956, (21 Federal Register 7831) certificates would be granted
only where the disposition is required because of a change in FCC
policy or rules with respect to the ownership and control of broadcast
facilities.
The House believed that the announced policy of the FCC is a

desirable way of eliminating these voluntary transactions from the
application of the involuntary conversion rules. The House bill,
therefore, amends section 1071 to include as a statutory requirement
a rule similar to that announced by the FCC. Under the bill this
section will apply only to sales or exchanges of property certified
by the FCC to be necessary or appropriate to effectuate "a change
in the policy of, or the. adoption of a new policy by, the Commission."

This provision of the House bill would be effective with respect-to
all sales or exchanges after December 31, 1957, and also to sales or
exchanges between October 15, 1956, and January 1, 1958, but in this
latter case only if they were made under a contract entered into after
October 15, 1956.
Your committee does not believe that this provision should be

made applicable to sales or exchanges which occurred before the
beginning of this year. Accordingly, your committee has accepted
the House provision without change except that instead of making
the provision retroactive to October 15, 1956, it is making the provi-
sion effective only with respect to sales or exchanges occurring after
December 31, 1957.
Section 53--Casualty losses sustained upon certain uninsured property
Under present law where there are uninsured losses on property as

a result of its destruction, theft, seizure, requisition, or condemnation,
such losses, in the case of property used in the trade or business or
capital assets held for more than 6 months, are treated as section 1231
losses. These casualty losses coming under section 1231 of the code
must be added together with other gains and losses from sales or
exchangers of property used in a trade or business and with other
gains or losses from involuntary conversions. If the resulting let
amount is a gain, under section 1231 it is treated as a long-term
capital gain and in effect taxed at a rate no higher than 25 percent.
If, on the other hand( tie net amount is a loss, under section 1231 it
is treated as an ordinary loss which can be offset against income taxed
at the regular tax rates.
Where a taxpayer elects to be a self-insurer against casualty losses,

.there seldom is a conversion into money or other property, as there
would be if the destroyed property were insured. If this casualty loss
were the only loss incurred during the taxable year by the self-insured
person, lie would be entitled to the full benefit of an ordinary loss
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deduction under section 1231, but where there are also 1231 gains, the
casualty loss is partially or wholly offset against these gains which
would otherwise be taxed as capital gains. As a result, the benefit of
having casualty losses treated as ordinary, rather than capital, losses
may be reduced or eliminated in the case of self-insurers, depending
on the fortuitous circumstance as to what gains the taxpayer may have
from trade or business assets or involuntary conversions. This-is not
a problem for those who are fully insured by others because they
receive insurance payments in the case of destroyed property which
offset the casualty losses which would otherwise be realized. More-
over, such persons may deduct currently the cost of their insurance
for property used in a trade or business. Thus, in their case they
obtain a deduction against ordinary income for any premiums paid
and any gains from trade or business assets (or involuntary conver-
sions) are taxed as capital gains and are not offset against losses (since
these are covered by insurance) which would otherwise be treated as
ordinary losses.
Your committee believes that this constitutes an unintended hard-

ship and for that reason it has added a provision to the House bill
amending section 1231 (a) of the code. The provision added makes
section 1231 inapplicable in the case of losses where the taxpayer is
not compensated for the loss by insurance, if the loss arises from fire,
storm, shipwreck, or other casualty or from theft. This treatment
is to apply, however, only in the case of property used in the trade or
business and in the case of capital assets held for more than 6 months
and held for the production of income. The effect of this provision
will be to treat such losses always as ordinary losses and never to
offset them against gains which might otherwise be treated as capital
gains.

This amendment is to apply to taxable years beginning after De-
cember 31, 1957.
Section 54-Bonds issued at a discount
Under present law (sec. 1232) a taxpayer is required to treat as

ordinary income a portion of any gain realized upon the sale or ex-
change of bonds or other evidences of indebtedness originally issued, at
a discount. This ordinary income treatment applies to that part of
the gain which represents the portion of the "original issue discount"
attributable to the time the taxpayer has held the bond. A practice
has developed in some areas of issuing bonds with an artificially large
discount and then redeeming them at par or at a special call price
before their maturity date. Where such bonds are sold or retired
before maturity at a price above the issue price plus the discount
attributable to the period the bond has been hold, a portion of the
original issue discount receives capital gains treatment rather than
ordinary income treatment. As a result, although-the entire difference
between the issue price and the redemption price is claimed by the cor-
poration as a deduction against ordinary income, the bondholder
obtains capital gains treatment with respect to his gain in excess of the
discount attributable to the period up to redemption. To eliminate
this abuse the House bill provided that any gain realized on the sale or
exchange of a bond or other evidence of indebtedness containing an
original issue discount is to be considered as ordinary income to the
extent of the original issue discount. The House bill provides that this
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section applies to taxable years ending after November 7, 1956, but
only with respect to dispositions made after such date.
Your committee believes that the House bill should be restricted

to provide that the rule of existing law should continue to apply if
at the time of original issue there was no intention to call the bond
or other evidence of indebtedness at a special price before maturity.
In this connection your committee intends that the mere existence of
a right to call the bond or other evidence of indebtedness before matur-
ity is not to be regarded as an intention to call prior to maturity.
MWhether there is such an intention will depend upon all the facts and
circumstances at the time of original issue. Your committee believes
the new rule provided by the House bill will thus be confined to the
areas of abuse. In addition, your committee has provided that this
amendment shall apply to taxable years ending after December 31,
1957, but only with respect to dispositions made after such date.
Section 55-Bonds with coupons detached
Where a bond is sold with a number of interest coupons detached,

a discount is created. This discount gradually decreases as the due
dates for the interest payments represented by the detached coupons
pass, and as a result the value of the bond gradually increases until,
other things being equal, it is restored to its prior value. Before the
enactment of the 1954 Code, it was contended that when a bond
which had been purchased with coupons already detached was sold
or redeemed, any gain realized on such a bond was to be treated as a
capital gain. The gain in such a case, however, was at least partially
attributable to the passing of the interest dates with respect to the
detached interest coupons which, had they not been detached, would
have resulted in ordinary interest income.
Under the 1954 Code (sec. 1232 (c)) where the detached coupons are

payable on a date more than 12 months in the future, any gain, on
sale or redemption, to the purchaser of the bond with thb coupons
detached is treated as ordinary income to the extent of the difference
between the purchase price and the fair market value the bond would
have had with the coupons attached at the time of the purchase.
An exception was provided under the 1954 Code for interest coupons
payable within 12 months from the date of purchase, in order to avoid
the necessity of applying this provision in those cases where only 1 or
2 interest coupons had been detached. It was believed that such
cases would not develop into tax-avoidance devices.

However, since the adoption of the 1954 Code provision some tax-
payers have been creating artificial capital gains by buying bonds
with detached interest coupons which are payable within 12 months
from the date of purchase, and in this manner avoiding the applica..
tion of the provision.
Both the House bill and your committee's action (in sec. 1232 (c))

prevent this avoidance by providing ordinary income treatment for
discounts arising from the detachment of interest coupons whether or
not the coupons are due within a period of 12 months or less from the
(late of purchase.
The House bill would delete this exception for detached interest

coupons payable in the 12-month period immediately following pur-
chase only for bonds purchased after November 7, 1956. Your conm-
mittee deletes this exception only for purchases made after December
31, 1957.
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This provision is expected to result in an increase in revenue over
the long run, but is of such a nature that estimates of the current
revenue gain from this provision cannot be made.
Section 66-Short sales
Under the 1939 Code any gain or loss from a short sale was a capital

gain or loss. Under the 1954 Code (sec. 1233 (a)), however, a short
sale results in a capital gain or loss only if the property used to close
the short sale is a capital asset in the taxpayer's hands. Moreover,
the rules (subsec. (b) of sec. 1233) which relate to the postponement
of the beginning of the holding period, apply only if the short sale
results in a capital gain or loss.
As a result, a dealer in stock may now be able to avoid the post-

ponement of the beginning of his holding period under section 1233 (b)
.(2) by closing a short sale with stock held for sale to customers in the
ordinary course of his trade or business rather than by closing it
with stock from his own investment account. The House bill makes
it clear that a dealer in securities may not avoid this holding period
rule by closing a short sale by using property held for sale to customers
instead of property held in his investment account. Because those
who handle the inventory accounts for the dealer may be entirely
separate from those who handle his investment accounts, the House
thought that it was best to apply this new rule only where the short
sale is not closed for a period of time in excess of that normally
required in usual business operations; namely, where the short sale is
not closed for a period of more than 20 days. It is believed that this
will prevent any significant tax avoidance by covering inventory
account short sales with investment account property since the
maximum .period of time during which such a situation may exist
will be only 20 days. It is believed that it is necessary to provide a
period:of this type to give assurance that the; short sales provision as-
modified by this bill will not unduly interfere with normal business
practices.
Your committee has adopted the House provision described above

except that it has limited its application to stock. It has limited the
provision in this manner because in the case of the sale of certain types
of bonds, particularly Government bonds, it is understood that short
sales normally are kept open for periods in excess of 20 days. More-
over, in the past it has also been understood that the tax avoidance has
occurred in the case of stocks rather than bonds.

This section of the House bill also rearranges the position of the
provision with respect t6o hedging transactions in commodity futures.
The amendment made to section-1233 by the House bill with respect

to the holding period would be effective with respect to short sales
made after October 24, 1956. Your committee has amended this
House provision to make it effective only with respect to short sales
made after December 31, 1957. Making the short sale provision
entirely nonapplicablo in the case of hedging operations is made
effective under both the House bill and under your Committee's
action with respect .to taxable years beginning matter December 31,
1953,-and ending after August 16, 1954, the general effective date of
the income taxes under the 1954 Code.

This provision is expected. to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.
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Section 67-Options to buy or sell
This section of the House bill rearranges and clarifies the existing

tax treatment with respect to options to buy or sell. Present law
(under sec. 1234) provides that a gain or loss attributable to the sale
or failure to exercise an option to buy or sell property is to be considered
gain or loss from the sale or exchange of a capital asset where the
property, if it were in the hands of the taxpayer.would constitute a
capital asset. This does not specifically provide that gain or loss
attributable to an option to buy or sell property which would not be
a capital asset in the hands of the taxpayer would result in ordinary
income or loss rather than capital gain or loss. This, however, was
the intent of the 1954 changes as is clearly reflected by the committee
reports with respect to the 1954 Code. To carry out this intent, both
the House bill and your committee's action provide (in a new sub-
section (a)) that the gain or loss arising from an option to buy or sell
property is to be considered gain or loss arising from property which
has the same character as the property underlying the option.

In addition, the House bill clarifies certain exceptions to the general
rule with respect to options. The-clarifications are as follows:

(1) It is 'made clear that capital-gain treatment will not
apply to dealers in options -where the options in question are a
part of theirinventory or stock in trade.

(2) It is made clear that the section does not apply to gains
on the sale of an option in any case in which income derived in
connection with the option would be treated, without regard to
this section, as ordinary income. As a result, the section will
not apply to gain from the sale of an employee stock option which
is in the nature of compensation to the employee. It also will not
apply to gain on the sale or exchange of an option involving
"section 306 stock" resulting in ordinary income and it will not
apply where a gain is a distribution of earnings and profits
taxable as a dividend.

(3) It is made clear that the section does not apply to gain
attributable to the sale of options acquired before March 1 1954.

Your committee has accepted these clarifications without change.
This provision is effective for the taxable years beginning after

December 31, 1953,- and ending after August 16, 1954, the general
effective date of the income taxes under the 1954 Code.
Section 58--Sale or exchange of patents

Present law (sec. 1235) provides that the sale of a patent by the
inventor, or certain other persons, generally is to receive capital gains
treatment rather than ordinary income treatment. This capital gains
treatment is not available, however, when the patent is sold to certain
specified related persons. The rules provided in section 267 (b) are
generally followed in determining what constitutes a related person
for purposes of this provision. These rules use a 50-percent test in
determining relationship where a corporation is involved.
The House bill amended this patent provision to provide that capital

gains treatment on the sale by an inventor of his rights in a patent
would not be available in any case where he owns 25 percent or more
of the stock of the corporation, instead of where he owns more than
50 percent as is provided by present law.
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Your committee has restored the 50-percent test of existing law in
determining whether or not capital-gains treatment is to be available
where an inventor sells his rights to a patent to a corporation in which
he owns stock. Your committee has restored this 50-percent test
because this is the usual test of relationship used in the Internal
Revenue Code and because there appears to be no reason to adopt
a broader definition of relationship for purposes of the patentpro-
vision than in the case of many other provisions in the code.More-
over, the 50-percent test appears appropriate because the inventor
who sells his patent to a corporation in which he does not own more
than 50 percent of the stock, although he will indirectly receive part
of the income derived by the corporation from the patent, is losing
management and control of the patent itself.
The House bill also removes what may be interpreted as an incon-

sistency in the present rules under the patent provision. Present
law provides that in such cases the relationship rules in section 267 (b)
are to apply except that brothers and sisters are not to be considered
as related persons. However, some take the position that a sale is
considered a sale to a related person if a sale is made to a corporation
which is controlled by a brother or sister of the taxpayer. Thus,
under this interpretation although a patent may be sold directly to a
brother or sister and still qualify for capital-gains treatment under
section 1235, it cannot be sold to a corporation controlled by a brother
or sister and qualify for capital-gains treatment. This possible in-
terpretation is removed by an amendment (to sec. 1235 (d)) under
the House bill which provides that in determining whether the seller
of the patent constructively owns 25 percent of the stock of the
purchasing corporation, the holding of brothers or sisters will be dis-
regarded. Your committee has concurred in this amendment.
Under the House bill this provision would have applied with respect

to taxable years ending after the date of enactment of the bill with
respect to transfers after that date. Under your committee's action
this provision is effective for taxable years beginning after December
31, 1953, and ending after August 16, 1954, the general effective date
of the income taxes under the 1954 Code.
Section 59-Real property subdivided for sale

Present law (sec. 1237) provides that under certain conditions real
property which has been subdivided in order to be sold in separate
tracts will not be considered property held primarily for sale to cus-
tomers in the ordinary course of trade or business and, therefore,
gains from such sales will be eligible for capital gains treatment. It
was not intended that this treatment would be available in the case
of property which had previously been field for sale to customers by
the taxpayer, nor was it intended to apply in the case of property sold
in the same year in which the taxpayer is a dealer in real estate,
whether or not the particular property in question was held for sale
to customers. A change made by the House bill, to which your
committee has agreed, carries out this intention.
Section 60.-Gain from sale of certain property between spouses, etc.
Under the 1939 Code, the provision (now sec. 1239) relating to

gains from sales of certain property between spouses or between an
individual and a controlled corporation, did not apply to sales or
exchanges made on or before May 3, 1951. This date, which was
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unintentionally omiftted from the 1954 Code, is restored by the House
bill. Your committee concurs in the restoration of this date.

This provision is effective for taxable years beginning after Decem-
ber 31, 1953 and ending after August 16, 1954, the general effective
date of the income taxes under the 1954 Code.
Section 61--Small-business investment companies

Recently the Senate passed a bill entitled the "Small Business
Investment Act of 1958" (S. 3651). This bill was designed to ma.ke
equity capital and long-term credit more readily available for :smna.l-
business concerns. To carry out this purpose, the bill provided for
the formation of small-business investment companies. These com-
panies are to be authorized to provide equity capital to small-business
concerns through the purchase of convertible debentures. The small-
business investment companies are to be private companies with
a paid-in capital and surplus of at least $300,000. Also, the Small
Business Administration will be authorized to make leans to these
companies of up to $150,000 through the purchase of subordinated
debentures. The small-business investment bill of 1958 initially
contained certain tax provisions relating to the tax treatment of these
proposed investment companies and their stockholders. These tax
provisions were withdrawn, however, for consideration in connection
with this bill. Your committee, after considering these provisions,
is convinced that they will substantially increase the effectiveness of
these small-business investment companies. Therefore, it has
amended the House bill to include these tax provisions formerly in
the small-business investment bill of 1958.
The amenndmeunt to the House bill made by your committee contains

three specific tax features. First, it adds a provision to the House
bill providing that these proposed investment companies are to .be
allowed, an ordinary loss deduction, rather than a capital loss deduc-
tion, on losses realized on the convertible debentures (including stock
received pursuanlt to the conversion privilege) acquired in connection
with tlhe supplying of long-term equity-type capital for various small-
business concerns. This loss deduction includes losses due to worth-
lessness, as well as those arising from the sale or exchange of the
security. Second, taxpayers investing in the stock of the proposed
investment companies also are to be allowed an ordinary loss deduction,
rather than a capital loss allowance, on losses arising from the worth-
lessness, or from the sale, of such stock. Theo third tax feature of this
amendment provides that these proposed investment companies are
to be allowed a deduction for 100 percent of the dividends received
from a taxable) domestic corporation rather than the 85 percent deduc-
tion generally allowed corporate taxpayers.
Section 62--Amounts received as damages for injuries under the antitrust

laws
In the absence of any specific statutory provision to the contrary an

amount received (or accrued) during a year which represents an award
or settlement of a civil action brought under section 4 of the Clayton
Act for injuries sustained by the taxpayer in his business or property
because of anything forbidden in the Pantitrust laws, is included in
gross income as a lump sum in the year received (or accrued). Because
of thel progressive rate structure of the individual income tax, including
this entire amount in income of a, single year, although attributable
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to injuries occurring over a period of years, is likely to result in a
subtntially higher tax being paid than if the amount had been
received over the period in which the injury was sustained. Your
committee believes that this discriminates against those who have
been injured by violations of the antitrust laws and also tends to dis-
courage suits for damage being brought under the Clayton Act.

For the reasons outlined above, your committee added a provision
(a new sec. 1306) to the House bill providing a limitation with respect
to the tax imposed on amounts representing damages received as
awards or settlements in a civil action brought under section 4 of the
Clayton -Act for injuries sustained in the taxpayer's business or prop,
erty because of violations of the antitrust law. In such cases the tax
attributable to the award or settlement is not to be greater than the
increases in taxes which would have resulted if the award or settlement
had been included in the taxpayer's income, on a pro rata basis, over
the period in which the taxpayer was injured. This provision covers
settlements, as well as awards, both because equity appears to require
the same: treatment in these two types of cases and also because your
committee did not want to discourage settlements.

This provision is to be effective for taxable years ending after the
date of enactment of this bill but only in the case of amounts received
after that date for awards or settlements made after that date.
Section 63-Mitigation of effect of limitations

Present law seesc. 1311-1315) contains a series of sections designed
to mitigate the effect of the statute of limitations and other similar
provisions where an item or transaction is treated differently from
the way it was treated with respect to the same taxpayer in another
year, or with respect to a related taxpayer. Thus, where there has
been a court decree, closing agreement, final disposition on a claim
for refund, or agreement with the Treasury, but because of the
ststute of limitations or other similar provisionstlhe erronous treat-
ment cannot be corrected, so that there is a double inclusion of an
item in gross income, double allowance of a deduction or credit,
double exclusion, double disallowance of-a deduction or credit, etc.,
a correcting adjustment may nevertheless by made to correct the
inequity. The purpose of these provisions is to prevent either the
Government or the taxpayer from obtaining a double benefit because
of the statute of limitations or other similar provisions.
An example of where the Government may obtain a dual benefit

at the taxpayers'-oxpense which is not covered by these provisions,
has been called to the attention of your committee. The example
presented was that of a parent and subsidiary corporation. The
subsidiary, in this case, claimed an interest deduction for an amount
paid to the parent and the parent included this amount in its tax
return as interest. However, tlio interest deduction claimed by the
subsidiary was subsequently disallowed on the grounds that, the
amount paid to the parent was a dividend rather than al interest
payment. As a result, the subsidiary paid a deficiency tax but
because the parent corporation's tax year was closed, it could [not
claim what was at that time an intercorporate dividends received
credit which would otherwise have been allowed.
One of tlhe paragraphs under section 1312 was designed to cover a

case in whiichl the disallowed deduction. or credit relates to the same
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item for which a deduction or credit should have been allowed for
another taxable year or should have been allowed to a related tax-
payer. The typical situation there involves a payment for which the
taxpayer claimed a deduction for the wrong year or for which the
wrong taxpayer claimed the deduction; and the Internal Revenue
Service does not regard that provision as being applicable to a case
such as the example posed, which involves tho treatment of a payment

-=bymone taxpayer and the treatment of its receipt by another taxpayer.
Your committee has added a provision to this section of the House

bill designed to remove tile inequity described in the example. It.
does this by adding to the list of types of adjustments under sections
1311 through 1315 where errors may be corrected, cases involving the
allowance or disallowance of a deduction or credit to a corporation
where a correlative deduction or credit should have been allowed or
disallowed to a related taxpayer. For this purpose a related taxpayer
is defined as one who is a member of the same affiliated group; that is,
one where there is an 80 percent common ownership.

Your committee has also accepted the change made by the Houvfe
bill in these provisions relating to the mitigation of effect of limitations.
The House provision makes it clear that in computing a refund or

deficiency with respect to an adjustment in a barred year where the
same item has been adjusted by agreement between the Government
and the taxpayer in an open year, neither the Government nor the
taxpayer may raise unrelated adjustments in the barred year.
The amendments made -in this section apply to determinations

made after November 14, 1954 (90 days after the enactment of the
1954 Code, or the effective date of sec. 1314).
Section 64-Computation of tax where taxpayer restores substantial

amount held under claim of right
Present law (in sec. 1341) deals with the situations where a taxpayer

has included an amount in gross income in one year because it appeared
that he had an unrestricted right to it, and in a subsequent year takes
a deduction for the amount because it had subsequently become clear
that he did.not have an unrestricted right to the amount and restored
it. In such a case the tax in the year in which the taxpayer must
restore the amount is computed under present law in 1 of 2 ways :the
tax in that year is to be computed by taking the deduction into
account, or, instead, by reducing the tax in that year by the amount
of the decrease in tax which would have occurred in the prior year if
the amount had not initially been included in gross income.

(a) Where World War II excess-profits tax is paid.-Present law
generally covers cases where a taxpayer is required to :refund in a
current year an amount he reported as income in an earlier year
under the 1954 Code ;or under corresponding provisions of "prior
revenue laws." However, through an oversight in the code, the
definition of the term "prior revenue laws" includes only taxes
imposed by chapter 1 of the 1939 Code and not those imposed by
chapter 2 of that code. Since chapter 2 of the 1939 Code imposed
the World War II excess-profits tax, this tax presently cannot be taken
into account in determining the decrease in tax for a prior taxable
year which would result from the exclusion of the item from income of
that prior year. This is true despite the fact that the Korean excess-
profits tax, as well as World War I excess-profits tax are covered by
section 1341.
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Oases have been called to your committee's attention where rail-
roads have included amounts in income during World War II which
they received from military shipments. This income was taxed
under the excess-profits tax at rates as high as 85 percent. Now the
railroads are being required to repay part of these receipts to the
Government because a lower freight ratd should have been applicable.
Because of security restrictions during World War II, however, the
railroads were unable in many cases to determine that these lower
rates were applicable.
To correct this inequity, your committee has amended present

law (sec. 1341) so that the term "prior revenue laws" includes taxes
imposed by chapter 2 of the 1939 Code, or the World War II excess-
profits tax. Your committee has made this amendment applicable
to taxable years beginning after December 31, 1953, and ending
after August 16, 1954, the general effective date of the income taxes
under the 1954 Code.

(b) Refunds by regulated public utilities.-Certain exceptions to the
general rule for the tax treatment of restoration of income held under
a claim of right are provided in subsection (b) of section 1341. One
of these special rules provides that the recomputation of tax for
restorations of income is not to be available where the gross income
in question arose as a result of the sale of inventory or stock in trade.
However, the recomputation of tax for restoration of income is avail-
able in the case of regulated public utilities even where the income
arose as a result of sales of inventory if the refunds are required to be
Irade by a governmental unit.
Problems have arisen under this latter exception to the inventory

rule where the restoration of income is made by the regulated public
utility as a result of an order of a court or is made in settlement of litiga-
tion or under the threat or imminence of litigation. In these cases,
the benefits of section 1341 are denied the public utilities although the
benefits of the provision are available where the refunds are made by
order of regulatory agency. Your committee sees no reason for dis-
tinguishing unfavorably against refunds made to the customers of a
regulated public utility where the refund arose as a result of a court
order or in settlement of litigation or the threat or imminence of litiga.
tion, yet making available benefits of section 1341 where the refunds
are required by a regulatory agency of the Government. For that rea-
son it has amended present law (see. 1341 (b) (2)) to make the excep-
tion available in the case of regulated public utilities not only where
the refunds or repayments are required by a governmental agency but
also where they are required by fin order of a court or made in settle-
ment of litigation or under threat or imminence of litigation. This
exception for regulated public utilities, however, is restricted to refunds
or repayments arising with respect to rates of regulated public util-
ities.

This amendment is made applicable to taxable years beginning after
December 31, 1957.

(c) Payment or repayments pursuant to price redetermination.-Your
committee has also added another exception to the rule which excludes
income arising from the sale of inventory items from the tax benefits
accorded by this provision where there is a restoration of income held
under a claim of right. Elsewhere in present law (sec. 1481) a reduc-
tion in tax for a prior year is permitted where there has been a price
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redetermination under a provision in a contract. However, thle offset
of the prior year's tax in such cases ihas been hold to be available only
where the lefund of the price is paid directly or indirectly to the
United States or a United States agency. Thus, in the past this has
discriminated against companies taking a subcontract from a "first
tier" subcontractor since in such cases the refund resulting,froR .the
redetermination of price does not go to a governmental agency.
Your committee concluded that such cases deserve relief for past

periods because of the compulsory nature of their contract arrange-
ment where such arrangements have been initially instigated by a
governmental unit. Thus, for past periods your committee has added
an exception to the limitation with respect to inventories applicable
in the case of section 1341 to provide that the tax benefits of this
section are to be available where (1) a refund has been made pursuant
to a -price redetermination provision in a subcontract; (2) the parties
to the subcontract are not related (within the meaning of sec. 267 (b));
and (3) although the subcontract is subject to statutory renegotia-
tion, there is no mitigation of the effect of the redetermination of price
(under sec. 1481) because the payment or repayment is not nmadelto.
a governmental agency.
Because your committee is uncertain as to what arrangements

might be worked out in the future between a first-tier and second-tier
subcontractor under this provision, it has made it applicable only to
subcontracts entered into prior to January 1, 1958, with respect to
years to which the income taxxes under the 1954 Code apply (namely,
those beginning after December 31, 1953, and ending after August 1.6,
1954). However, it has added another provision (sec. 66 of tlhe bill)
which for the future gives relief to the second-tier subcontractor in the
type of case described hero, but requires the first-tier subcontractor to
report this income in the year to which it was properly attributable.

(d) Technical amendment. -Existing law does not make it clear that
where the tax for the year of restoration is computed by reducing it
by the tax attributable to the item in a prior year the deduction,
wliich is not taken into account, is not to have any effect at all. For
example, it can be argued that the deduction, although not taken
into account with respect to the current year, should be taken into
account for purposes of a net operating-loss carryback or carryover
from this year. To make it clear that this is not tlhe intention, the
House bill provide3e that in such a case the deduction is not to be
taken into account. in computing income apart from computations
under section 1341 itself. Your committee concurs in this amendme nt.

.rhis provision is effective for taxable years beginning after Decem-
ber 31, 1953, and ending after August 16, 1954, the general effective
date of the income taxes under the 1954 Code.
Section 65-- Claivi,:s against United States involving acquisitions of

property
Present law (inl sec. 1347) provides a special rule in the case of

taxpayers who have received amounts from tile United States with
respect to claims against the Government which involve acquisitions
of property by the Government and which claims remain unpaid for
more than 15 years. In this case, the tax imposed is not to exceed
30 percent of the amount (other than interest) received. This pro-
vision was primarily desig ed for hardship cases arising from acquisi-
tions of property by the Government during World War I.
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The House does not believe that it is desirable to permiit a provision
of this type, providing special tax treatment, to remain as a permanent
part of the law. For that reason the House-bill makes this provision
inapplicable to claims filed with the United States on or after January
1, 1957. Your. committee has accepted this provision but advanced
the-'ff/tive' date to January 1, 1958. The provision will have
application in those cases where a claim. was filed before January 1,
1958, but an amount was not received from the Government until
after that date.
The House bill also amends this provision to provide that the 30-

percent limitation is to be applicable only with respect to the surtax.
Thus, the 3 percent normal tax will also be imposed with respect to
amounts received under this section in addition to the 30-percent tax.
The normal tax was in addition to the 30-percent tax under the 1939
Code and its omission in the 1954 Code was inadvertent. The House
bill makes this amendment applicable with respect to taxable years
beginning after December 31, 1956. Your committee has accepted
this amendment but made it applicable to taxable years beginning
after':D6eember 31, 1957.

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.
Section 66-Mitigation of effect of price redeterminations of subcontracts

subject to renogotiation
Where a price charged by a prime contractor is subject to price

redetermination or where the prime contract, or a subcontract there-
under, is subject to renegotiation and there is a. repayment to the
United States, present law (in sec. 1481) provides that the repayment
is to be excluded from the contractor's or subcontractor's income for
the prior year or years in which it previously was reported for tax.
puioses.'. l'This treatment is available, however, only where there is
a repaymenit to the United States or one of its agencies. It does not
apply in the case of a repayment required of a second-tier subcon-
tractor to a first-tier subcontractor.

Elsewhere in this bill (see par. (c) in the (lisculssion on sec. 64)
your committee for subcontracts entered into before January 1, 1958,
made provision for the type of case described above.. In those cases
it permitted the second-tier subcontractor to compute his
income for the current year, either by taking the repayment
as a deduction in that year or by reducing his tax for that year
by the amount of tax paid in earlier years with respect to
the amount now being repaid. From the standpoint of the second-
tier subcontractor, this is, of course, Ippropriate tax treatment
although it does not require the first-tier subcontractor, who receivedC
the repayment from tlie second-tier subcontractor, to report this
repayment as income in the same year as it is deducted by the second-
tier 'subcontractor. While it appears inappropriate to impose an

additional tax in such a (cae upon the first-tier subcontractor onl a
retroactive basis, your committee 1)elieves that, as a prospective rule,
this obtains tihe correct result.

Therefore, your committee has added a new section to the chapter
dealing with the recovery of excessive profits on Government contracts
(ch. 4, in which sec. 1482 is added). In this provision, your committee
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provides that, where there is a repayment from one party to another
under a subcontract subject ta statutory renegotiation, the tax of the
party making the repayment is to be reduced and the tax of the party
receiving thl.repayment is to be increased for the year with respect to
which the payment was originally made. The amount of the decrease
and increase in tax in these two cases is to be determined by making
a recomputation of tax for the prior year or years. However, for
purposes of determining when the statute of limitations expires with
respect to this repayment (and also with respect to other provisions
of the internal-revenue laws), this amount is to be considered an over-
payment or underpayment in the year in which the repayment is
made; This provision does not apply in cases where the repayment
is made to the United States, since this type of case is already covered
by present law (sec. 1481).

This provision is made effective with respect to subcontracts entered
into after December 31, 1957.
Section 67--Revocation of election permitting certain proprietorships and

partnerships to be taxed as corporations
Present law (sec. 1361) permits certain proprietorships and partner-

ships with 50 or less members to elect to be treated for tax purposes
as corporations. This privilege is limited to those businesses where
capital is a material income-producing factor or where 50 percent or
more of the gross income consists of gains, profits, or income derived
from trading as a principal or from certain types of brokerage com-
missions.

(a) Deletion of House provision repealing section.-The House bill
repeals section 1361 effective with respect to taxable years beginning
after December 31, 1957. The reasons given were that this provi-
sion had proved difficult to apply in actual practice because of the
complexities which can arise in such problems as how to treat undis-
tributed earnings and profits after a proprietorship or partnership has
been taxed under this provision for a period of time and then subse-
quently becomes taxable as a proprietorship or partnership again.
t was also pointed out that it had not been possible as yet to prepare

either final or tentative regulations on this section.
Your committee believes that many of the problems with this pro-

vision will be resolved with the preparation of regulations on this sec-
tion indicating in more detail how the provision will be applied. It
recognizes, however, that problems may still exist and that as a con-
seqlience further legislative action may subsequently be required with
respect to this provision. Your committee believes, however, that
this provision is important to small business and is likely to be ex-
tensively used when taxpayers can be sure of the tax consequences of
making thins election. For that reason your committee has rein-
stated this provision.

(b) Elections to apply proYision in prior years.-This provision.
provides that an election to come under the corporate treatment must
be made in accordance with regulations prescribed by the Secretary
or his delegate not later than 60 (lays after the close of any taxable
year. However, the Treasury Department was not able to issue
regulations under section 1361 before the last day (March 1, 1955)
on which this election could be made for 1954. As a result, it issued
Treasury Decision 6124 on February 24, 1955, which permitted tax-
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payers to make a binding election within a 60-day period after the
close of the taxable year. It was provided, however, that this elec-
tion would not be valid unless perfected by the filing of an amended
return on or before the last day of the third month following the
month in which the final regulations are published.
To make certain that an election under this section will not be bind-

ing on the taxpayer before the final regulations under this section are
published, the House bill provides a specific statutory substitute
for Treasury Decision 6124. First, it provides that an election to be
taxed as a corporation under section 1361, which is filed in accord-
ance with regulations proscribed by the Secretary or his delegate, is
to be treated as a valid election. However, it further provides that
a valid election may be subsequently revoked at any time after the
enactment of this bill and a period ending 3 months after final regula-
tions are published on section 1361. Such a revocation, if made,
would be effective for all years to which the election applied. Your
committee has accepted without substantive change this House
provision relating to the election.
Section 68-Election of certain small-business corporations

In 1954, Congress enacted legislation permitting proprietorships
and partnerships to elect to be taxed like corporations (sec. 1361).
At the same time, the Senate passed, but the Congress did not enact,
a provision which would, at the election of the stockholders, permit
corporations to forego the payment of any tax and require their share-
holdeis to report the corporate income (whether or not distributed)
as their own for tax purposes.
Your committee believes that the enactment of a provision of this

type is desirable because it permits businesses to select the form of
business organization desired, without, the necessity of taking into
account major differences in tax consequence/ In this respect, a pro-
vision to tax the income at the shareholder, rather than the corpo-
rate, level will complement the provision enacted in 1954 permitting
proprietorships and partnerships to be taxed like corporations. Also,
permitting shareholders to report their proportionate shai'e of the
corporate income, in lieu of a corporate tax, will be a substantial aid
to small business. It will be primarily beneficial to those individuals
who have marginal tax rates below the 52-percent corporate rate (or
30-percent rate in the case of the smaller corporations) where the
earnings are left in tilhe business . Where the earnings are distributed
(and are in excess of what may properly be classified as salary pay-
ments)? the benefit will extend to individuals with somewhat higher
rates since in this case a "double" tax is removed. - The provision
will also be of substantial benefit to small corporations realizing losses
for a period of years where there is no way of offsetting these losses
against taxable income at the corporate level, but the shareholders in..
volved have other income which can be offset against these losses,
In this connection it should be noted that the President's Cabinet
Committee on Small Business and the President in his budget message
this last January recommended a general provision of this type for
the benefit of small business.
To permit shareholders in small-business corporations, in lieu of

payment cof the corporate tax, to elect to be taxed directly on the
corporation's earnings, your committee has added a new subchapter
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(subch. S, sees. 1371-1377) to the code. Where thle tax treatment
provided by this subchapter is elected, the shareholders include in
their own income for tax purposes the current taxable income of the
corporation, both the portion which is distributed and that which is
not. Neither type of income in this case is eligible for a dividend
received credit or exclusion, since it has been subject to no tax at the
corporate level. Generally, this income is treated as ordinary income
to the shareholder without t.he retention of any special characteristics
it might have had in the hands of the corporation. This rule has been
adopted so that this provision can operate in as simple a manner as
possible. Long-term capital gains, however, are an exception to this
general rule. In the case of these long-term capital gains the.char-
acter carries over to the shareholder level.
Where a shareholder has been taxed on corporate earnings which

were not at that time listritute(d, and then the corporation in a
subsequent year distributes these earnings to such shareholders no
further tax is required from. the shareholder at that time, since these
earnings have already been taxed to him in a prior year. Once all such
earnings have been distributedd, if further distributions are then made,
and the corporation had earnings and profits before it elected this
special tax treatment, then such distributions are to be taxed to the
shareholders in the same manner as ordinary dividends from
corporations.
Under this provision the net operating losses of the corporation

currently also are passed through to the shareholder. Thus, at the
corporate level where tllis special treatment is elected, there is no

carryover or carryback of operating losses to or from a year with
respect to which tillis special treatment has been elected.- At the
individual level these "distributed" corporate losses are to be treated
in thesame manner as any loss which the individual might have from
a proprietorship; that is, they first offset income of the individual, in
that year (whether or not derived from another business) and then
any excess of these losses may be carried back and offset against
tile individual's income in l)rior years and, if any losses still remain,
they may' be carried forward 'and offset against hisiincome in
subsequent years.
Where this special treatment has been elected the basis of a share-

holder's stock is increased for any of the corporate earnings taxed
to him which are not then distributed, although this basis is slibse-
quently reduced if these taxpaid corl)orate earnings are distribite(l.
'The basis of the stock of a shareholder is also reduced for any cor-
porate losses which are passed through to him. The losses that lhe
may take, however, are limited to tlhe basis lie has for tlhe stock.
Thus, Ihis basis for the stock cannot be reduced below zero.

Their right to elect tilhe treatment provi(led under this new sub-
chapter is limited to what are deine(l as small bl)siness corporations.
'P1hesecorporationss must be domesticc corporations which are not
eligible to file a coniisoli(late( return with any other corporation.
Also, they muast not have more than 10 shareholders, their share-
holders must all )e indivi(lials (or an estate), no nonresident aliens
may be shareholders, and(l tlhe corporation may not have more than
one class of stock.
An election may b)e made to apply tile tax treiatilent provided by

this new sull)chapter only if all of the shareholders consent to tilis
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election. For this purpose the shareholders are those of record as of
the first day of the taxable year in question, or if the election is made
after that time, shareholders of record when the election is made.
An election to come under this provision must be made in a two
months interval, either in the first month before the beginning of the
taxable year for which the election is to be made or in the first month
of that year. (A longer period of time, up to 90 days after the date
of enactment of this bill, is allowed for the first taxable year beginning
after December 31, 1957.) Once this provision is elected it is effective
not only for the taxable year but also for all subsequent years although
this election may be terminated.
The election to the tax treatment provided by this subchapter can

be terminated in any one of several ways. ]First, the election is
terminated if a new person becomes a shareholder of the corporation
,and he does not consent to the election. Second, the election can be
terminated if all of the shareholders consent to its revocation. A
revocatio.n, however, is effective only with respect to subsequent years
unless it is made in the first month of the taxable year. Third, the
election as to the treatment under this new subchapter is to be termi-
nated if the corporation ceases to qualify as a small-business corpora-
tion; that' is; if the corporation no longer meets the requirements of a-.
small business corporation, such as having not more than 10 share-
holders or having no nonresident alien as a shareholder. Fourth,
the election to be taxed under this new subchapter terminates if the
,corporation derives more than 80 percent of its gross receipts from
sources outside the United States and, fifth, the election terminates
if more than 20 percent of the corporation's gross receipts are derived
from interest, dividends, rents, royalties, or other forms of passive
income.

In order to prevent a corporation from electing in and out of the
application of the provisions of this new subchapter, a limitation has
been added providing that if a corporation has made an election under
this sublchapter, and if this election has been terminated or revoked,
the corporation (or any successor) is not to be eligible to elect this
treatment until its fifth year after the beginning of the year in which
the termination or revocation is effective. However, thle Secretary
or hlis delegate is given tlhe authority to make exceptions to this
limitation.

This provision is to be effective with respect to taxable years begin-
ning after December 31, 1957.
Section 69-Period of limitation for Jiling claim for credit for State

death taxes
Under present law a credit is allowed against a portion of the

tentative Federal estate tax for State dcath taxes. These State
death taxes generally must be paid within 4 years after the estate tax
return is filed to be eligibile for this credit. However, if an extension
of time is granted to pay the Federal estate tax, the State death taxes
need not be paid until after this period of extension. Similarly, if a
petition for redeterminatiop of a deficiency is filed with the Tax Court
within 90 days after notice of a deficiency is mailed, tlhe State death
taxes need not be pai(l until 60 days after the Tax Court's decision
becomes final in order to b1)e eligible for credit against the estate tax.
However, if the Federal estate tax is paid and then a refund claim is
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subsequently filed, no extension of time is available under existing law
for the payment of State death taxes.
Your committee agrees with the House that this discriminates

against those who initially pay a disputed amount and then file claim
for refund. As a result, both the House bill and your committee's
action provide that where timely claims for refund have been filed
with respect to Federal estate taxes, credits for State death taxes can
still be claimed if these taxes are paid within the 4-year period provided
by law or before the expiration of 60 days after the Treasury Depart-
ment has notified the taxpayer of the disallowance of part or all
of his claim, or are paid within the 4-year period or before the expira-
tion of 60 days after a final decision of a court acting upon this claim,
whichever is later. This amendment is made both to the 1954 Code
(sec. 2011 (c)) and to the 1939 Code (sec. 813 (b)).
The amendment to the 1939 Code is applicable to estates of de-

cedents dying after February 10, 1939, and on or before August i6,
1954. The amendment made to the 1954 Code is applicable with
respect to estates of decedents dying after August 16, 1954.
This provision is expected to result in a negligible revenue loss.

Section 70-Estate tax in case of reversionary or remainder interest in
property

Under present law an executor may, by posting an appropriate
bond, postpone the payment of Federal estate tax on reversionary or
remainder interests until 6 months after the termination of any pre-
ceding interests in the property. Where this election is made, State
or foreign death taxes which are attributable to the reversionary or
remainder interest are allowed as a credit against the Federal estate
tax if they are paid and credit is claimed for them within 60 days after
the termination of the preceding interests in the property.
The report accompanying the House bill points out that in some

cases these 6-month and 60-day periods are too short a time to make
the required payments of Federal and State taxes. For example, the
settlement of accounts of a substantial and complicated trust may be
required upon its termination before the executor obtains possession
of the reversionary or remainder interest. In such cases, the payment
of the State or foreign death taxes within the 60-day period may be
impossible or result in undue hardship.
The House bill amends both the 1954 Code and the 1939 Code to

extend, in the above types of cases, the time for payment of Federal
estate taxes, and the time for paying and crediting State and foreign
death taxes. Your committee has accepted these amendments
without change.
The 1954 Code (see. 6163) is amended to permit the Treasury

Department, where payment at the end of the present period of
postponement will result in undue hardship, to extend the time for
payment for additional periods not to exceed 2 years. A corresponding
amendment to the 1939 Code (sec. 925) extends a similar benefit to
the estates of decedents who died during the period covered by the
1939 Code. The extensions authorized by these amendments are
applicable only if the present period of postponement has not expired
prior to the date of enactment of this bill.

In cases where the above hardship extension for the payment of
the Federal estate tax has been granted, the bill (in sec. 2015 of the
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1954 Code and sec. 927 of the 1939 Code) extends to the expiration
of the period covered by the hardship extension, the time within
which State and foreign death taxes attributable to the reversionary
or remainder interest can be paid and credit for them claimed against
,the Federal estate tax.

Other technical or conforming amendments include-
(1) an amendment to the 1939 Code (sec. 926) to insure the

Government the right to require surety bond for the payment of
the tax at the end of the hardship extension; and

(2) an amendment to the 1954 Code (sec. 6601 (b)) to insure
that the 4-percent interest rate, effective during the present period
of postponement, will continue during the period of hardship
extension.

The amendments (sec. 6163 of the 1954 Code and sees. 925 and 926
'of the 1939 Code), which extend the time in hardship cases for paying
Federal estate tax, apply only if the prior interests in the property
did not terminate before the beginning of the 6-month period which
ends on the date of the enactment of this bill. The amendments
(sec. 2015 of the 1954 Code and sec. 927 of the 1939 Code), which
extend the time for claiming credit for State and foreign death taxes,
;apply only if the prior interests in the property did not terminate
before the beginning of the 60-day period which ends on the date of
.enactment of this bill. The amendment to the 1954 Code (sec. 6601
(b)) which relates to the continuation of the 4-percent interest
charge in the case of hardship extensions of time is effective with
respect to estates of decedents dying after August 16, 1954, the
general rule of the 1954 Code applicable to the estate tax.

This provision is expected to result in a negligible revenue loss.
Section 71--Retirement annuities excluded from gross estate

Present law (in sec. 2039 (c)), to the extent attributable to contribu-
tions of the employer, excludes from the estate-tax base the value of an
annuity or other payment receivable by a beneficiary under an em-
ployee's trust which is part of a plan meeting the requirements of
"section 491 (a)" or under a retirement annuity contract purchased
by an employer under a plan meeting the requirements of "section
401 (a) (3)."

Thus3, in the case of an employee's trust this exclusion is available
only if that trust meets all of the requirements imposed for income tax
purposes with respect to a "qualified plan," that is, requirements
intend ;d to prevent discrimination in favor of employees who ere
officers, shareholders, supervisory or highly compensated employees.
In t'e case of retirement annuity contracts, however, the present
statute literally requires only that the annuity contract be purchased
u older a plan meeting one of these requirements to qualify for this
exclusion from the estate-tax base, that is, the requirement of sec-
tion 401 (a) (3).
The House bill makes it clear that the exclusion from the estate-tax

base is to be available in case of an annuity contract only if it is
purchased under a plan meeting all of the requirements of section
401 (a) required of an annuity plan which is a "qualified plani" for
income tax purposes, that is, the requirements of section 401 (a) (3),
(4). (5), and (6). Your committee concurs in this change.

This section applies to decedents dying after December 31, 1953.
28508-58--7
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Section 72--Gift tax not to apply to election of survivor benefits under cer,
tain qualified plans

By the enactment of section 2039 of the 1954 Code, Congress added
a new section to the internal revenue laws generally providing that
the value at the decedent's death of a joint and survivor annuity pur-
chased by the decedent's employer (or one to which both the decedent
and the employer made contributions) was includible in the decedent's
gross estate and, therefore, subject to estate tax. Subsection (c) of
section 2039, however, provided an exception to this general rule,
This subsection provided that the portion of the survivor benefits pay.
able under certain qualified pension, stock bonus, or profit-sharing
plans which is attributable to the employer's contributions is excluded
from the employee's gross estate for estate tax purposes.
Your committee agrees with the House that similar treatment to

that outlined above should be made available in the case of the gift
tax. Thius, your committee believes that the mere designation of a
survivor beneficiary under a qualified plan should not result in the
imposition of a gift tax when the survivor benefits are of such a nature
that they would not be includible in the employee's gross estate for
estate tax purposes.
The House bill adds a new section 2517 to the code which provides

that the exercise or nonexercise, by an employee of an election as to
survivor benefits is not to give rise to a gift tax where the annuity or
pension rights are under an employee's trust or aimuuity contract which
is qualified under section 401 (a). This exclusion is not to apply to
the extent the annuity or pension is attributable to contributions made
by the employee. Thus, this exclusion is comparable to the exclusion
under the estate tax law provided by section 2039 (c).
The House provision applies to the calendar year 1955 and to

all subsequent calendar years, the general gift tax effective date for
the 1954 Code.
Your committee has accepted the House provision and the effective

date provided therefor. However, because many believe that it wat
not clear prior to the enactment of the 1954 Code whether the designa-
tion of a survivor annuitant under a qualified annuity was subject to
either the estate tax or to the gift tax, your committee has added a
proviso to the effective date. This provides that, for calendar years
before 1955, the determination of whether the exercise (or non-
exercise) of an election to designate a survivor annuitant under a
qualified annuity as being subject to the gift tax is to be made as if the
new section 2517 had not been enacted and without inferences drawn
from the fact that this section is not made applicable to calendar
years before 1955.

This provision is expected to result in a negligible revenue loss,
Section 78-OASI coverage for employees of foreign subsidiaries
This section of the House bill, which your committee has accepted

without change, amends the heading of section 3121 (1) (3) of the
code relating to agreements entered into by domestic corporations for
the purpose of extending old-age and survivors insurance coverage to
service performed by certain employees of foreign subsidiaries. The
section corrects a typographical error in the heading by changing thel
word "BE" to "'BY."
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Section 74-Federal service
This section of the House bill, which your committee has accep.lted

without change, amends the last sentence of section 3122 relating to
the collection and payment of employment taxes with respect to
Coast Guard exchanges. It strikes out erroneous references to "this
subsection" and inserts the words "this section."
Section 75-Acts to be performed by agents

This section of the House bill amends the first sentence of section
3504, relating to acts to be performed by agents in the case of employ-
ment taxes. -,-It strikes out an errofieous reference to "this subtitle"
and inserts in place-ofthis a reference to "this title." Your committee
has accepted this provision without, change.

This provision is effective with respect to remuneration paid after
December 31, 1954.
Section 76--Persons required to make returns with respect to income

earned abroad
Present law (sec. 911 (a) (1)) provides an unlimited exclusion from

gross income for compensation for personal services earned outside
of the United States by a United States citizen who is a bona fide
resident of a foreign country. Present law (sec. 911 (a) (2)) also pro-
vides an exclusion of up to $20,000 a year for personal-service income
earned abroad by a United States citizen who is present in a foreign
country at least 510 (lays out of 18 months. Taxpayers have not
been required to report these excludalblc amounts in either income-
tax returns or in information returns.
Apparently, the scope of these earned-income exclusions provided

for citizens abroad has been misunderstood. Some citizens have
assumed that the exclusions apply to income earned abroad, whether
or not they qualify as bona fide residents of foreign countries or are
present in foreign countries 17 out of 18 months. In other instances
citizens have mistakenly assumed that the exclusions apply to all
items of income derived from sources outside of the United States.
Types of income which are subject to United States tax, but which
taxpayers frequently assume are not, include investment income,
income from a taxpayer', business to the extent it is attributable to
capital andi not to l)ersonal efforts, and earned income in excess of
the $20,000 excludable where an individual is in a foreign coalntry
17 out of 18 months but is not a bona fide resident of that country.
In addition, in the case of those who are abroad much of the time,
som lhave the mistaken notion that, in thei' cases, income from
personall services rendered in the United States is not subject to
United States tax.
Because of this confusion as to tlio tax status of these various types

of income, the Internal Revenue Service has found it difficult to
administer the exemptions provided by section 911. The possibility
that honest errors will occur is, of course, increased by the fact that
citizens residing abroad necessarily have less readily accessible sources
of information for determining the tax liability. Moreover, surveys
made suggest that income of those residing abroad is escaping taxation
and that remedial action is needed. It is believed that much of the
difficulty stems from tlhe fact that where taxpayers believe the exclu-
sions to be applicable, they are at present reporting no information
relative to the income, which means that the Internal Revenue Service
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has little or no information available to it, for determining whether tle
exclusions are properly allowable.
Your committee concurs in the House view that citizens residing

abroad shouldble required to make returns in which they report their
income in the sameInannmer as otller taxpayers whether or not thlley
believe this income to be excludablle from taxation under sectioll 911.
To provide for this the House amends* thel co(le (sec. 6012) to provide
that in determining whether a taxpayer has $600 or more of gross
income and, therefore, has to file a return, gross income is to include
earned income excludable by reason of having been earned outside of
the United States in the manner provided by section 911. Your com-
mittee has accepted this provision without change.
Under the bill income excludable under section 911 will be required

to be treated as gross income only for purposes of determining whether
a tax return must be filed. This will not deprive a United States
citizen of any exclusion to which lie is entitled and will have no effect
apart from the requirement for filing returns and the administrative
provisions relating to the filing of returns. It is expected, however,
that the Treasury Department will exercise existing authority to re-
quire all taxpayers who have income excludable under section 911 to
report this income oni tax returns in sufficient detail, and with sufficient
information to support their claim for an exclusion.
Under the House bill this provision is effective with respect to

taxable years beginning after December 31, 1956. Your committee
has advanced this date 1 year. Therefore, in the case of calendar
year returns the new provision will first apply to those filed for the
calendar year 1958.

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.
Section 77-Election to make joint return after filing separate returns
The House bill amends the code (sec. 6013 (b)), which relates to the

right of. taxpayers to file joint returns within a certain time after having
previously filed separate returns. In subparagraph (0) of paragraph
(2) of that subsection a reference is made to a petition filed with the
Tax Court within the time prescribed in "such section," which tech-
nically is section 6212, whereas it should be section 6213. Tihe House
bill corrects this reference and your committee has accepted the
House provision.
Section 78-Returns treated as declarations of estimated tax by individuals

Tile bill cor.trects a technical omission in section 6015 (f) of the 1954
Code. That subsection now provides that a tax return filed by
January 31 (or February 15 in the case of a farmer) will be a sub-
stitute for, or an amendment of, a declaration of estimated tax for
tlhe preceding year. However, if the taxpayer has a taxal)le year
ending at any time other than December 31 these are not the appro-
priate dates. The bill substitutes dates having the same relation
to any fiscal year as January 31 or February 15 has to the calen-
dar year. Your committee has accepted this amendment.
Section 79-Publicity of exempt organization information

Congress in the Revenue Act of 1950 required certain tax-exempt
educational and charitable organizations to file additional annual
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information to be made available to the public. For the most part,
the organizations required to supply this public information are what
are commonly referred to as educational and charitable foundations.
The type of information made available to the public under this pro-
vision includes the organization's gross income, expenses attributable
to this gross income, disbursements out of income for its exempt
purpose, accumulations of income, aggregate accumulations as of the
beginning of the year, disbursements out of principal, and a balance
sheet. In addition to the annual information returns which must be
filed by some of the tax-exempt organizations, applications are re-
quired of most organizations claiming exemption in order that the
Internal Revenue Service may determine whether or not they are
exempt. These applications which are filed only at tlhe time the
organization appl)lies for a ruling as to its exeml)t st2atuls, are not
p'reseontly available to thle public .

(a) Publicity of applications.--The House in this bill provides that
the applications for exemption of these organizations, as well as other
organizations described in section 501 (c) and (d), are t,o be made
available to the public when the exemption has been granted. Your
committee agrees with the House that making these applications
available. to the public will provide substantial additional aid to the
TIiternalRevenue Service in determining whether organizations are
actually operating in tile manner in which they have sta ted in their
applications for exemptions. It. therefore has accel)ted this provision
of the House bill.
The organizations, the applications of whicll will be made available

to the public, include the following: so-called investment income
holding companies for other exempt organizations; educational, chari-
table, religious, etc., organizations; eivic leagues, social welfare organi-
zations, and local welfare employee associations; labor, agricultural,
and horticultural organizations; business leagues, chambers of com-
merce, etc.; social clubs; fraternal beneficiary societies; certain volun-
tary employees' life, sickness, accident, an(d other benefit, associations
(including Government employee associations); local teachers' re-
tiremen t fund associations; local benevolen t life-insurance associations
and mutual or cooperative irrigation, electric, telephone, and like
comIpalnies; nIonIprofit cemetery Companies; nlon)profit credit unions;
mutual insurance coml)anies, other tllan life or marine, whose gross
receipts are not in excess of $75,000; corporations organized by exempt
farm cooperatives to finance croI) operations of memClbers; communal-
type religious or apostolic organizations; an(l United States Govern.
meant instrumentalities.

''The I-House provision to which your committee has agreed provides
(sec. 6104 (a)) for public inspection of the applications for exemptionof organizations described in section 501 (c) or (d) which are exempt
under section 501 (a). The applications for exemption filed by these
organizations (including not only those filed in tlhe future but also
those which have been filed in the past), together with any paperssubmitted by the organization in support of the application, are to
be made available for public inspection at the national office of the
Internal Revenue Service. In addition, in the case of applicationsfiled after the date of enactment of this bill, copies of these applications
(but not necessarily attachments, such as bylaws, charters, etc.) are
to be open for public inspection at the field offlccs where the appli-

95



96 TECHNICAL AMENDMENTS ACT OF 1958

cations are filed or in the district where the organizations are located.
It is your committee's understanding that this provision will not re-
quire any change in the current practice of the Internal Revenue
Service in granting blanket exemptions to certain associations of
religious organizations.

Inl addition, the new provision specifies that, after these applica-
tions have been made available to the public, the Treasury Depart-
ment is, upon request, to indicate the subsection anld paragrapl) of
section 501 under which any organization is exempt.
The bill, however, makes provision for the withholding from the

public of certain information the public disclosure of wllich might be
harmiiful to the organization or to the national defense. Under this
pr}i'.graph it, is provided that, llpon rl'eu-llest by anll organization, the
Secretary shall withhold from public inspection any information con-
taied(l ill sul)pporting papers submitted by the organization wllich lie
deterinlles relates to trade secrets, patents, processes, styles of work,
or apparatus of the organizations if lie also deterineilis that the public
disclosure of this information would be detrimental to tile organiza-
tion. The Secretary or his delegatee is also required to withhold from
lil)lic illspection any inforlmatioll contained insupllpl)orting papers filed

wit.ll exemption applications tile public disclosure of which lie d(eter-
milnes will a(lversely affect the national defense.

(b) Inspection, by? committees of Confgress.--In tile past, cotimittees
of Congress in their investigations of tax-exemplt organizations have
found that the sections of the law authllorizilg them to inspect tax
returns did not also authorize them to illspect tlie exeml)tion aplplica-
tions of organ iza lions qualifying under section 501 (c) or (d).

'Therefore, thle House bill (by amen(ldment to sec. 6104 (a)) provides
that the applications for exemption of organizations described in
section 501 (c) or (d), together with any olier l)pal)pers in tlie posses-
sion of tleC Treasury Department whicl rI'late to these applications,
are to l)e treated as if they were returnsll for tie ul)'rposes of sec-

tion 6103 (d) of tlie cole. Your committee has accepted tllis
provision.

Sect-ion 6103 (d) authorizes tlhe Treasury Department to furnish
certoail committees of Congress, sitting in executive session, any in-
formation contained ii, or shown on, any returns. T'lie committees,
Cither directly or through examiners or agents, are also authorized to
inspect any and all returns. The committees referred to are the,
Com1nittee ol Ways nnd Means of thle House, tlei Committee on
Finallce of thle Semitlle, the Joint (ommlitteoe on Interlial lRevenue
Taxation, and also select comnimittees of tlie Senate or House which
are authorized to illvestigate returns by a resolution of the Senate or
HIluse (or joint commn11ittees so authorized )y colnculIrrent resolution).

(c) A.nnulal information return.s.-T'he lHouse bill also makes one

amendment relating to tlle annuall information returns availal)le to
the public which are filed by certain educational and charitable organ-
izations. [n addition to tle type of information already required to
be stubmlitted oil tllese l'eturns 'a.n(ld made available to tile public (see
listing above), those organizations will also be required to iumake avail-
able to thle )ul)lic.olt their annual information returns tle total of the
contributions tatd gifts they have received during the year. Your
committee also lhas accepted tills requirement. Tllis is added by the
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House bill because information as to the total contributions and gifts
received is essential to any proper analysis of these organizations.

It should be noted that this refers merely to tlhe total contributions
and gifts received. Thus, it will not be necessary to submit lists of
contributions made )by individual contributors.

In its hearings the attention of your committee was called to the
fact that in the case of some tax-exempt charitable organizations,
contributions are made to the organization in the form of used cloth-
ing, second-hand household furnishings, etc. These articles are then
repaired by handicapped persons and resold. It was pointed out that
it would be difficult, if not impossible, to value such articles as re-
ceived. Your committee suggests that in such cases the total gifts
and contributions may be estimated, however, by reducing total sales
of such articles, by selling costs, repair costs, etc.

(d) Effective daie.-Both the House l)ill and( your committee's
action provide that the amendment made with respect to publicizing
tlie applications for exemption and also making these applications
tlndl other related material available to committees of Congress
tre to take effect on tlhe 60tih day after this bill is enacted. The
amendment-s made witli resl)ect to tlhe additional information to be
required on annual information returns of certain educational and
charitable organizations under llie House bill would apply to taxable
years ending on or after December 31, 1957, )but under your com-
mittee's action are to apply to taxable years ending on or after De-
ce)mber 31, 1958.
Section 80--Address for notice of deficiency

Section G212 (a) of the code authorizes notices of deficiency "in
respect of any tax imposed by subtitle A" (which includes clis. 1 to 6).
However, subsection (b) of that section refers to the addresses-of
notices "in respect of a tax imposed by chapter 1." The[ House
provision, which your committee has accepted, changes "'chapter 1"
to "subtitle A" in subsection (b)).
Section 81-Release of lien or partial (ischarge of property

Present law (sec. 6325 (b)) provides that any part of property
subject, to a-tax lien may be discharged if the value of thel)roplerty
remaining subl)ect to tlie lien is at least twice the amount of the tax lien
and any prior liens. Special estate-tax an(l gift-tax liens, however, are
indefinite in amount, applying not only to tle tax now kIuowni to be (dule,
but, also, toallounts which are determined It tor. Tllerefore, tlhe 1939
Code did not require retention of proI)crty equal to twice the amount
of tlhe lien inl tlese((ses, but)provi(ledthllat any or all of tlhe property
sul)ject to one of tlese liens could be discharged( if tlhe Secret.ary or his
delegate found that the tax liability had' been "fully discharged or

p)roviided for." This rule was inadvertently elilimiated in tlhe rear-
rangement under tlhe 1954 Code.
The Hlouse bill restores this rule of the 1939 Code (in ia new subsec.

(c) in see. 6325), and your committee lias agreed to this change..
Section. 82-Correction of references to United States attorneys

'I'his provision of theIHouse bill, wliclih your committee lihas accepted,
corrects certain provisions of the code by changing references to
"United States district attorney" to "United States attorney" to
conform with presently established nomenclature.
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Section 83-Conveyance of title
This provision of the House bill, which your committee has ac-

cepted, amends section 6339 (b) (2) of the code, relating to convey-
ance of title, to correct a grammatical error in the heading by changing
the word "OF" to "AS."
Section 84-Request jor prompt assessment

(a) Corporations which are dissolved, or in process of dissolution.-
Present law (in sec. 6501 (d)) provides that an executor may request
prompt assessment of any taxes (other than estate taxes) owed by the.
decedent or by the estate during the period of administration, and that
a corporation which expects to be dissolved within 18 months may
request a prompt assessment of taxes owed by it. The House bill pro-
vides that such a request can also be made by a corporation which is in
process of dissolution, or has been dissolved, at tlhe time the request is
made. Your committee has accepted this amendment.

(b) Six-year statute.-Present law (sec. 6501 (d)) also provides, in
general, that, if proper requests for prompt assessment have been
made, the tax must be assessed within 18 months after the request
was filed, rather than within tlhe usual 3 years. However, the usual
3-year period for assessment is extended to 6 years, where there has
been an omission of 25 percent of gross income (or 25 percent of the
value of gifts) or where a personal holding company has not filed
the required information schedule. Under present law, the 18-month
period after a request for prompt assessment is not, however, expressly
extended. The House provision, to which your committee agrees,
specifically provides a 6-year period for assessment in such cases, not-
withstanding the filing of a request for prompt assessment.
Section 85---Limitations on assessment and collection

(a) Trusts filing information returns.-Present law provides that if
an organization believed to be exempt is found to be taxable as
a corporation, the period of limitation for assessment is to begin to
run from the date an information return required of exempt organiza-
tiols was filed by that organization. Such an organization may be
taxable as a trust, however, instead of as a corporation. Tllhe House
bill (sec. 6501 (g) (2)) starts the period of limitation on the date the
information return was filed whether the organization is a corporation
or a trust. Your committee concurs in this amendment.

(b) Years to which carrybacks are applied.-A rule in tlhe 1939 Code
provided that where a net operating loss was carried back to reduce
the income of an earlier year, any deficiency for that earlier year
attributable to the carryback could be assessed at any time a deficiency
for the subsequent year of the( loss could be assessed. This rule, which
was inadvertently omitted from the 1954 Code, was restored by the
House bill. Thus, for example, if a 1956 loss is carried back to offset
the income of 1954, a deficiency for 1954 could, in general, be assessed
within 3 years after tlhe return for 1956 was filed. Your committee
has accepted this provision.
Section 86-Limitations on cre(lit or refund

(a) Period for filing claim.-Under present law a claim, to be valid,
must in general be filed within 3 years from the due date of the return,
without regard to any period of extension granted for the filing of the
return (or within 2 years from the time of tax payment, whichever is
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later). However, the rule with respect to assessments is that the
period of limitation is 3 years from the date the return was actually
filed, whether or not filed when it was due. To correlate these rules
the IHouse bill (by amending sec. 6511 (a)) provides that a claim for
refund or credit of any tax may be filed within 3 years from the time
the return was actually filed (or, as under present law, within 2 years
from the time of payment, whichever is later). Your committee has
accepted this change. --

(b) Limit on credit or refund.--Present law as one alternative pro-
vidles that the amount of any credit or refund allowed cannot exceed
the portion of the tax paid within a period of 3 years immediately
preceding tlhe filing of the claim. To correspond with the amendment
described above, the House bill provides that in such cases the amount
to be refunded or credited is not to exceed that portion of the tax
which was paid within a period of 3 years preceding the filing of the
claim plus the period of any extension of time for filing the return.
Your committee has accepted this change.

(c) Period for net operating loss carryback.-The House bill (by
amending sec. 6511 (d) (2) (A)) also changes an erroneous (late with
respect to periods of limitation for credit or refund in the case of. net
operating loss carrybacks. Present law provides that a valid claim
for the refund of a tax for a year to which a net operating loss is
carried back may be made on or before the "15th day of the 39th
month" after the end of the taxable year of the net operating loss.
Thus, if a net operating loss for the calendar year 1956 is carried back
to 1954, under present law a valid claim may be filed within the period
ending March 15, i960. In the case of individual returns, however,
the filing date is not March 15 but April 15. The House bill therefore
changes the reference from the "15th (lay of the 39th month" to the
"15th day of the 40th month" for individuals and your committee
has accepted the change.
Section 87--Correlation of interest where overpayment of tax is credited

against underpayment of tax
(a) General correlation of interest.-Under present law situations can

arise where, even though underpayments and overpayments offset each
other, the Internal Revenue Service collects more interest than it pays
or the taxpayer is entitled to more interest than he owes the Govern-
ment. Section 6611 (b) (1) of the code provides, for example, that
interest on an overpayment which is credited against an additional
assessment is to be allowed from the date of the overpayment to the
(late of the assessment. However, interest on an additional assessment
which is offset against an overpayment runs from the due (late of the
return until the credit is scheduled, which may be long after the date
the interest on the overpayment is cut off by the assessment of the
additional amount. In such cases, although tile underpayment and
overpayment offset each other, the Internal Revenue Service collects
more interest than it pays. On the other hand, where a taxpayer
agrees to a determination and signs a waiver of the restrictions on an
assessment, interest on an overpayment may run during the period
between the 30th day after the waiver and the issuance of notice and
demand while interest on an offsetting deficiency may be suspended.
In such a case it is the taxpayer who is entitled to more interest than
he owes-oven though the overpayment and underpayment offset each
-other.

99
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The House bill eliminates these erratic differences of present law by
terminating the interest both as to the overpayment and underpay-
ment during any period of time to the extent they offset each other,
except that interest on a deficiency will be charged for any period
during which interest on the overpayment would not have been
allowed if the overpayment had not been credited against the defi-
ciency. This change is made both in the 1954 Code and in the 1939
Code. Your committee has accepted this change. The House bill
makes the amendments to both the 1954 and 1939 Codes effective
with respect to overpayments credited after the date of enactment of
this bill. However, your committee's action makes these amendments
effective with respect to overpayments credited after December 31,
1957.

(b) Interest attributable to net operating loss carryback in transition
years affected by the 19564 Code.-Prior to the adoption of the 1954
Code--a net operating loss could be carried back only to the yearimmediately before the loss year. The 1954 Code, however, provided
a 2-year carryback. Thus, situations arose where under the 1939
Code law a loss was carried back 1 year and offset against income,
whereas after the adoption of the 1954 Code the loss should have
been carried back 2 years. As a result, a deficiency arose in the first
prior year, which bore interest, but by specific statutory provision no
interest was payable on the overpayment in the second prior year.
The House bill stops interest on deficiencies in cases-of this type for
periods where there are corresponding overpayments for which no
interest is payable. Your committee has accepted this amendment.

This amendment is to apply to deficiencies in the first taxable year
before a year ending after December 31, 1953, and before August 17,
1954, and overpayments in the second prior year.
Section 88-Interest on underpayments

It has been contended that interest to be collectible must be assessed
within the limitation period for the assessment of the tax on which the
interest has accrued. The House bill makes it clear (by providing
an.exception to the general rule of section 6601 (f) (1)) that interest
may be assessed and collected at any time during the time when the
tax involved may be collected. Your committee has accepted this
clarification.
Section 89-Failure to file certain information returns
The bill amends section 6652 of the code, relating to additional

amounts assessed for failure to file certain information returns. It
makes it clear that the additional amount will apply if the required
returns are not filed within the time prescribed, and the taxpayer can
show no reasonable cause for failure to file on time. The language of
existing law can be interpreted as applying only to failure ever to file
such returns for a particular year rather than failure to file the returns
on time. The House bill makes it clear that this interpretation of
present law is not correct. Your committee concurs. The applica-
tion of this section has been limited to information returns for which a
fixed due date is prescribed by regulation.
Section 90-Definition of underpayment

Present. law (sec. 6653 (c) (1)) provides that for purposes of measur-
ing a deficiency in income, estate, or gift tax, the tax shown on the
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return is to be taken into account if the return was filed before the
last day prescribed for filing. The House bill makes it clear. that the
tax shown on the return also is to be taken into account if the returri
is filed on the last day prescribed for filing. Your committee has
accepted this clarification.
Section 91-Termination of taxable year in case of departing aliens

Existing law provides that no alien may leave the United States
until he has procured a certificate that he has complied with all of the
obligations imposed upon him by the income-tax laws. Present law
also requires a departing alien either to pay any income tax due, up
to the time of departure, or to file a bond or other security to insure
payment of the tax before a certificate of compliance may be issued to
him. In practice the Internal Revenfie Service makes exceptions to
these rules in the case of foreign diplomats and aliens in transit through
the United States without stopover privileges.
Your committee agrees with the House that the Secretary of the

Treasury should be provided with some flexibility in administering
these requirements. Therefore, it has concurred in the House amend-
ment (to sec. 6851 (d)) to provide that the Secretary or his delegate
may by regulations provide exceptions to the rule that all aliens
departing the United States must obtain certificates that they have
'complied with all obligations imposed upon them by the income-tax
law. In addition, this provision, which your committee has accepted,
provides that payment of taxes not otherwise due, or the furnishing of
bond for payment of these taxes, will not be required if the Secretary
or his delegate determines that the collection of the tax will not be
jeopardized by the departure of the alien. In this case, also, the
Secretary or his delegate may prescribe exceptions by regulations.
Section 92- Bankruptcy and receivership proceedings

(a) Inmiediate assessment.-Present law (sec. 6871 (a)) provides
for the immediate assessment of any deficiency upon (1) the adjudica-
tion of bankruptcy of any taxpayer in any liquidation proceeding, or
(2) the appointment of a receiver in any receivership proceeding, or
(3) the approval of a petition of, or against, any taxpayer in any
other bankruptcy proceeding. However, the statute does not specify
whether an immediate assessment may be made in those cases where
approval of a petition in bankruptcy is not required. Such cases
include, for example, proceedings under the Bankruptcy Act relating
to arrangements with unsecured creditors.

Thie Hlouse bill makes it clear that the Government may make an
immediate assessment where the Bankruptcy Act does not require
approval of the petition. Your committee has accepted this provision.

(b) No Tax Court proceeding to be instituted where unapproved
petition, in bankruptcy has been filed.-Present law (sec. 6871 (b))
provides that claims for deficiency, interest, etc., may be presented
to the court before which a bankruptcy petition is pending despite
the fact that a petition for redetermination of the same deficiency is
pending in the Tax Court. However, it specifically provides that no
petition for redetermination of a deficiency may be filed with the
Tax Court after adjudication of bankruptcy, appointment of a
receiver, or approval of the petition in any other bankruptcy
proceeding.
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The House bill makes it clear that no petition for redetermination
of a deficiency may be filed with the Tax Court after the filing of a
petition in bankruptcy, where the Bankruptcy Act does not require
approval of the petition. Your committee has accepted the
clarification.
Section 93- Use of certified mail

Several provisions of the Internal Revenue Code now provide for
the use of registered mail, both by the Internal Revenue Service and
by taxpayers. For example, the Service is required to use registered
mail in issuing notices of deficiency and notices relating to the disallow-
ance of claims. Further, the use of registered mail with respect to any
pleading, notice, or process in respect of a proceeding before the Tax
Court is held by present law t6 be sufficient service of such pleading,
notice, or process. The Post Office Department in 1955, however,
established a new type of mail service known as certified mail. Apart
from the fact that only matter of no intrinsic value is acceptable for
certified mail, registered mail and certified mail provide much the
same services. Moreover, certified mail is much less expensive than
registered mail.

Accordingly, the House bill amends the code to provide that
wherever the use of registered mail is presently required, either certi-
fied or registered mail may be used. In addition, the Secretary or his
delegate is authorized to prescribe by regulations the extent to which
section 7502 of the code regarding prima facie evidence of delivery
and regarding postmark date, now applicable to registered mail, are
also to apply in the case of certified mail. It has been indicated that
the Treasury Department will exercise this authority, if granted, only
if the Post Office Department prescribes regulations requiring that the
postal employee who postmarks a sender's receipt for certified
mail actually mails the letter. Your committee has accepted this
amendment.

This change is effective with respect to mailings which ocmir after
the date of enactment of this bill.
Section 94--Reproduction of returns and other documents

Representatives of the Treasutry Department have stated that
faster and more accurate processing of information countejaied on tax
returns, cards, and otiler records can 1e obl)tained through tthe use of
microphotographic and other reproduction processes. It has also
been pointed out that microfilming provides more (utimble and lasting
records and permits a great reduction in storage space, thus reducing
the cost of retaillilg records. Th'I's is particularly true with respect
to corporate returns and various statistical and accounting records
which must be kept for a long period. 'p'e I)urchlase and Opleration
of cquipmelt for processing film and for making reproductiol)s, how-
ever, would 1)e expensive and, accordingly, has not beetn undertaken.
The House bill (code section 7513 under your committee's action)

grants the Secretary of the Treasury or his delegate authority to utilize
the services of Federal agencies and commercial organizations for the
processing of microfilm and other reproducing materials. It is under-
stood, however, that the actual photographing of returns and other
records would be performed only by Governmient employees. To pro-
tect the confidential character of information contained in returns and
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other documents, the Secretary is required to issue regulations provid-
ing safeguards against unauthorized use of microfilm or other reproduc-
tions and unauthorized disclosure of information contained in these
films or reproductions. In addition, a penalty of not more than $1,000
or imprisonment for not more than 1 year, or both, is provided for any
plerSOIl whlo without authority uses tlhe film or pllotograpiic impression
or reprodluctioll or discloses anay information taken from this material.

Thills revisionn frtherprovisionfrt povies that licrofiln and othlier reproduc-
tions are to have thle same legal status ns the original documents and
that ,these reproductions if properly aullthlenticated, are to be admissible
in evidence in any julldicial or administrative proceeding as if they
were the originals, whIetl'her or not the origillnals are ill existence.
Your committee lias accepted this IHouse provisioll.

Section 95-Sealsfor offices of Treasury Department
The Judicial Code provides that documents of a Government

agency are to be admissible in court as evi(lence of the act, trans-
action, or occurrence involved. It further provides that properly
authenticated copies of these documents are to be admitted in evidence
equally with thle originals.

In supplying the Justice Department with copies of Internal Rev-
ente Service records certified under seal (usually assessment records)
for presentation in court, it is now necessary that the copies be sent
from the field offices, where the records are kept, to thle national
office in order to have tlie Treasury seal affixed. The copies are
then sent back to be filed in a court, usually located in the district
where the records are kept. This procedure for the authentication
of records kept in the field is unsatisfactory in that it requires addi-
tional paperwork in the national office, necessitates constant exchange
of documents between thle field and national offices, and results in
delay of the presentation of evidence in situations where expeditious
action is essential.
To meet this problem the House bill (in sec. 7514 under your com-

mittee's amendments) authorizes tlhe Secretary to prescribe individual
seals for district directors of internal revenue and other officers and
employees of tile Department to whom functions of the Secretary are
delegated. It also provides that judicial notice is to be taken of seals
prescribed under this autllority if facsimiles thereof are published(l in
the Federal Register. Your committee has accepted this provision.
Section 96-- Income taxes paid( under contract

In some, cases lessees contract to I)ay a fixed rental to a lessor
without reduction for Federal income taxes, or agree to pay anl annual
rental plus any Federal income. taxes of tlie lessor attributable to this
rental income. On occasion, contracts of this tyl)pe are also entered
into )by otilier tilan lessees and lessors.
For taxable years prior to 1952, it was thie consistent practice of the

Internal Revenue Sei'vice, for more than 30 years, to include in the
lessor's income only thle amount of tlhe fixed rental 1)lus the initial or
original tax on tlie annual rental pai(l to tlie lessor. Any additional
tax of the lessor ])aid b)y the lessee lundler the lease agreement was not
included in the lessor's income. Tills same rule also was followed
in the case of colltracts b)(etween corporations. (Plls rule c(an be
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illustrated by Issumingi a $100 rental payment. and a flat 52 l)ercenttax rate:
Rental pay) ent---..-- -----------$-----..--------.. $100. 00
Tax onll $100 rental payment ---------------------.--.-- -------.. 52. 00
Tax on 1st tax ---------------------..-------------------..---------- 27. 04

Total payment by lessee ----- --.... 179. 04
The tax base in this case is $152 oil which tle tax, at a 52 percent, rate,
is $79.04.
The above rule was changed in 1952 (Mimeograph 6779, C. B.

1952-1, p. 8), as modified by Internal Revenue Service MNimeo-
graph 51 (C. B. 1952-2, p). 65), with the result that for taxabl)le years
beginning after December 31, 1951, the Internal Revenue Service held
that the lessor is deemed not only to have received as income the
stIipulat(ed rental payment., but also all Federal income taxes paid by
the lessee on behalf of the lessor. Since( the lessee is obligated to pay
all Federal income taxes, this a(l(lit.ional tax, in turl, gives rise to
additional income to the lessor which, in t,urn, gives rise to additional
tax and additional income, and so forth. Inll this manner the tax onl a
tax is pyramided to a])oint where the income tax liability paid by the
lessee may be greatly ill excess of the illitial tax on the rental income,
except. in those cases where the lease agreement contains a ceiling onllthe liability y of the lessee to pay the lessor's taxes. This pyramidingg"
.rule was alsoapl)lied in tlhe case of contracts other than leases. This
rule can be illustrate(l b)y the same example as that given al)ove,
namely, a $100 r(eltal)paYilmentatati a(lat 52 percent tax rate:
Rental p)ayme(nt - .$100. 00
Tax on $100 rental payment .. ....... 2.00
Tax on 1st tax..---.... 27. 04
Tax on 2d tax---- ....--- ----- ---14. 0(108
Tax on 3d tax. 7. :311(Tax on 4th tax-- .. ..... 3.802( I
Tax on 5th tax-- --.---- 1.9770
Tax on 6th tax -----..------------------.------ 1. 0280
Tax on 7.th tax ------. ..-- 534t(
Tax on 8th tax .------------.----..- . .2780
Tax on 9th tax.--------------- .. -. 1 41(6
Tax on 10th tax---.--------..0752
Tax onllth tax------ ...------..-----.. .0391
Tax on 12th tax ------------------------------ ... 0203
Tax on 13th tax.------------------------------- .--------- ..()1TTax on 14th tax-- ------------------------------.--------(.....0055Tax on 15th tax ..-------------------------------------...002()()Tax on 10thtax.....-------------. .0015
Tax on 17th tax ----------..----------------.........-- 0008
Tax on 18th tax------------..---..................0004
Tax on 19th tax------------..--------------------...-.....0002
Tax on 20th tax .-------------.--------------------.-..---- 0001

Total payment by lessee.---------.-----------...208. 33:32
The tax base in this caseis $208.33 on which the tax is $108.33.

Section 11 0 of thle 1954 Code changed this rule for sul)sequent, tax-
able years in tlie case of leases elitered into before 1954 where both
the lessee and lessor are corporations. Und11er this section the lessor
is require d to includei n income only the amount of thieretnt'al pay-
ment, and only this amount is allowed as a deduction to the lessee.
The lessee is not allowed to deduct any income taxes paid on behalf
of tlie lessor. The pyramidingg" rule continues to apply, however,
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in the case of contracts other than leases. The 1954 Code rule for
leases can also be illustrated by the example of the $100 rental pay-
ment and a flat 52-percent tax rate:
Rental payment------.. ......-------- .--------------------------- $100
Tax on $100 rental payment ....-------------------------------- 52

Total payment by lessee--------------------------------------- 152
In this case, however, the lessee can deduct only tile $100 rental

playmlent paid to tlhe lessor and may not deduct the $52 payment of
taxes lihe made for the lessor. Thus, he foregoes a tax benefit of $27.04
(assuming the 52-percent. tax rate on $52 of income whicll otherwise
would be deductible).

Although the tax payments are divided differently l)etween the
lessee and lessor, as indicated in the examples presented above, the
pre-1952 and post-1954 rules app)lying to leases are likely to result in
substantially the same total tax payments. Thus, tile hlardlship in thlis
case exists only with respect to the taxal)le years 1952 and 1953 where
a. much heavier tax 1)urden is imillosedl.

In view of thle consistent practice for more than 30 years of tilhe
Internal Revenue Service, thle House concluded that it is appropriate
to make the pre-1952 rule applical)le to all taxable years coming under
the 1939 Code. It therefore amends tlhe 1939 Code (sec. 22) to
ac(oml)lish tills result. This amendment provided that if a lease was
elltered into before January 1, 1952, both the lessee and lessor are

corporations, and under tlhe terms of tlhe lease the lessee is obligated
to pay or reimburse the lessor for any part of his income taxes with
resI)ect to the rentals lie derives from tihe least , thnlthtle new provision
was to be applical)le.
Your committee agrees with thle realsonilng'of tile House as to the

treatment which should be accorded in tile case of leases for tlhe period
1952 and 1953.' However, in its hearings tlhe attention of your com-
mittee was called to tlie fact that a similar l)roblem existed( for tile
years 1952 and 1953 for contracts between corporations even though
no lease was involved. As indicated above, beforee 1952 such coil-
tracts were accorded tllhe same treatment ia leases and then for 1952
andI 1953 they also were subjected to tilte )yrI'aiding rule. 1o
)rovile equality of treatment inll these 2 cases for the 2 years under
consideration ill the House provision, your collmmtittee believess that
for the years 1952 and 1953 "p)yramli(ling" should also I)e wiped out
in case of corporate contracts. ''llTherefore, it lhas Irevised tle H-ouse
provision to extend it to such cases. No change, however, is made
ill its application to leases.
Both the House and your committee'sversions of this provision are

effective for taxable years beginning after Decemberl 31, 1951, to
which thle 1939 Code applies. If any of these years are closed years,
tlhe statute of limitations is opened for a period of 6 months after the
date of enactment of this bill for tlhe claiming of credit or refunds.
No interest is to be paid on any overp)aymnent resulting from this
provision.

This provision is expected to result in a negligible revenue loss.
Section 97-Certain recapitalizations of railroad corporations
One of tilhe two alternative Inetlho(s on which the World War II

excess-profits credit could be computed was tihe invested capital
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method. An element of invested capital was "equity invested'
capital." In general terms this was the money and property paid.
in, plus the earnings and profits of the corporation and less any dis-
tributions made by it. Where a corporation was reorganized and
property was transferred from the old corporation to a new corpora-
tion and thle exchange was a tax-free exchange, section 760 of the 1939
Code in general provided that the equity invested capital of the old
corporation was carried over to the new corporation for purposes of
determining its excess-profits credit. Thus, where thle assets of a
railroad were trallsferred from one corporation to another in a pro-
ceeding in receivership or bankruptcy, this section provided that the
equity, invested capital of the new corporation would reflect the basis
of the assets transferred in the hands of the transferor corporation.
It has been field, however, tilat where a railroad corporation was

reorganized by means of a recapitalization with the result that the old
corporation's charter is retained, the equity invested capital of the
corl)oration may be reduce(l, for example, where bonds of the corpora-
tionl are excllanged for new bonds and stock.
Your committee sees no reason wly ll(' ('quity invested capital of a

railro/l(I should )be r('(lluce,( where, it goes ilto receivership or bank-
rul)tcy merely on tlhet grounds tliat the reorganizatiion takes thle form
of it, riecp])itnilization andl( S a result there. is no ne(w corl)orfation.
Sul)statintillly the sl1m(e factual situation may exist whre there is a
transfer of tlhe assets to a new corporation but. in tllis case tll(r
is no reduction in tile equity invested capital. As a result excess

profits taxes in this latter case may be smaller than in the former.
]MIoreover, your committee does lmot, believe that this result was
intended( at the,l time of the adoption of the World War II excess
profits tax. In providing a specific carryover of tlle equity in-
vested capital only where there was a transfer of tile assets from one.
Corporal tion to an other it, was thought, unnecessary to provide for the
l)bankru)ptcy or receive( rship case where tll( same corporate charter'
was retained; in such a case it wa's assumed that there would be no
reduction of tlhe( equity invested capital.

'l'o provide equality of treatment for railroad corporations going
through a 1)bankruptcy or receivership proceeding between those which
are recapitalized and those whose assets arc transferred from one cor-
poration to another, your committee has made an amendment to sec-
tion 723 of the Internal Revenue Code of 1939. In this amendment it
lias provided that where a recapitalization of a. railroad occurred
after Decenmber 31, 1938, in a. bankruptcy or receivership proceedingg.
tlme equityy invested capital of the corporation, at the election of the
taxpl)ayeVr, is to be tile same as if the ass,,ets had been exchanged in a
tax-free reorganization to which section 760 of the 1939 Code applied.

This amendment is to al)pply to years beginning after December 31,
1941.
Sectio'at 98-Bequests, etc., to a surviving spouse

Unde1 r l)oth the internal Revenue Code of 1939 (sec. 812 (e)) and the,
Internal Revenue Code of 1954 (sec. 2056) a mnarita.l deduction is
allowed in computing tihe taxable estate if the surviving spouse has a
right to tlie income from property for life, coupled with. at general
power of apl)ointment over it. However, the 1939 Code (sec; 812 (e)
(1) (F)) requires in such cases that tlie property be placed in trust,.

106



TECHNICAL AMENDMENTS ACT OF 1968 107

and because of doubt under the laws of various States as to what con-
stitutes a trust, it is not clear when a life estate will qualify as a trust.
Nor, is it clear ul(ler the 1939 Code whether property qualifies for the
marital deduction, when the interest given the surviving spouse
is placed ill trust and tile surviving spouse has an income interest in,
ian(d power of appointment over, only part of the property.
On the other hand, the 1954 Code (sec. 2056 (b) (5)) provides that

property in a life estate, as well as property in trust, qualifies for the
marital deduction and that a right to income, plus a general power of
appointment, over only an undivided part of the property, will qualify
that part of the property for the marital deduction.
Your committee, therefore, has amended the House bill to add a

provision to conform the marital deduction provisions of the 1939
Code with tie more realistic rules of the. 1954 Code. Thus, if an
interest in property passes from the decedent to his surviving spouse
(whether or not in trust) and tile spouse is entitled to all of the
income from tilhe entire interest, or all of the income from a specific
portion of the entire interest with the power in her to appoint the
entire interest or a specific portion, the interest which passes to her
qualifies as a marital deduction in computing the taxable estate of the
decedent if it generally satisfies the -following five conditions:

(1) The surviving spouse must be entitled for life to all of the
income of the entire interest, or a specific portion of all of the
income from the entire interest.

(2) The income passing to the surviving spouse must be
payable annually or at more frequent intervals.

(3) The surviving spouse must lave tile power to appoint the
entire interest or the specific portion to either herself or to her
(state.

(4) The power ill tile surviving spouse must be exercisable by
her alone and (whether exercisable by will or during life) must be
exercisable ill all events.

(5) The entire interest, or the specific portion, must not be
subject to a power in any other person to appoint any part to
anlly person other than tile surviving spouse.

The provision is to apply to estates of decedents dying after April 1,
1948, and before( August 17, 1954. This was generally the period
under the 1939 Code in which the marital deduction was available.
The provision also opens the statute of limitation for purposes of

refund or credit of overpayniments (where the statute was not closed
by a closing agreement or compromise). For this purpose the statute
is open for 1 year after the date of enactment of the bill. No interest
is to be paid with respect to any refunds under this provision.
Section 99-Change from retirement to straight-line method of computing

depreciation in certain cases
Prior to 1942, class I railroads for many years employed the retire-

ment method of computing depreciation on roadway assets for income-
tax purposes, as well as reporting to the Interstate Commerce Com-
mission oi this basis. These roadway assets include buildings,
bridges, tunnels, water towers, etc., but not the rolling stock, roadbed,
or the track. Instead of taking depreciation as the asset is used,
under the retirement method, tile original cost of an asset (less salvage
value) is charged off against income at the time of the retirement of
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tile asset from use. In 1942, the Interstate Commerce Coinmis-
sion ordered class I railroads to change, not later than January 1, 1943,
from the retirement method of 'computing depreciation on roadway
assets to the straight-line method. Under the straight-line method of
computing depreciation, the original cost of an asset (less salvage
value) is charged against income by means of annual deductions over
its useful life.

Because of the Interstate Commerce Commission's order, and be-
cause during World War II these assets were needed and, therefore,
were not retired and charged off against income, the railroads asked
the Commissioner of Internal Revenue to permit them to change
over, for income-tax purposes, to the straight-line method of com-
puting depreciation. Permission was granted, but only on the
condition that the railroads establish a reserve generally of 30 percent
of the cost of the roadway assets. The effect of this reserve was to
limit the remaining amount which could be recovered by depreciation
to the cost of these assets reduced by the 30-percent reserve. Although
the railroads objected to this condition, many of them finally agreed to
the establishment of this reserve imposed by the so-called terms let-
ters. The changeovers to the new method of computing depreciation
occurred, generally, in 1942 and 1943. A number of court decisions
have dealt with the tax effects of the retirement method of computing
depreciation and with the tax effects in clanging frown this method of
depreciation to another. These decisions relate to a number of differ-
ent issues and involve widely varying factual situations. They have,
however, thrown some doubt upon the validity of the 30-percent
reserve requirement imposed upon the railroads under the terms
lettered. As a result, the railroads and the Internal Revenue Service
have been engaged in a continuing controversy over the tax effects of
this change in method of computing depreciation. The amendment
made by the House bill is, in essence, a settlement of this controversy.

In the House debate on this bill, it was pointed out that, if the
Internal Revenue Service failed to sustain its position in court with
respect to Lhe legality of these reserves, it hasbeen estimated that
there might be a revenue loss of as much as $273 million for the years
1943 through 1955 and that, for the period 1956 to 1995, there might
be a total additional reduction in income taxes of approximately $50
million more than under the provision adopted by the House.
The form of the settlement provided by the itouse bill relates to

taxpayers who_ changed from the retirement to the straight-line
method of computing depreciation for any taxable year beginning
after December 31, 1940, and before January 1, 1956. The treat-
ment provided is elective. If the election is made, a series of adjust-
ments are required, the general effect of which is outlined below.

First, for taxable years beginning after December 31, 1955, the
taxpayer's reserve for depreciation for the affected assets is to be
computed by including only (1) depreciation sustained before March
1, 1913, (2) depreciation computed taking into account the 30-percent
reserve requirement imposed by the terms letters for the years from
the date of the changeover to the taxpayer's first year beginning after
December 31, 1955, and (3) the portion of the 30-percent reserve

applicable to certain dispositions of property occurring on or after
the changeover date and efore the 1956 adjustment date. Thus, in
effect, this substitutes for the 30-percent reserve requirement the
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requirement that, for 1956 and subsequent years, the basis of the
assets involved is to be reduced for the actual depreciation which
occurred before the imposition of the income tax in 1913, plus the
depreciation which was actually charged off in the period from the
changeover through 1955, taking into account only for this one
period the 30-percent reserve required by the terms letters plus the
part of the 30-percent reserve applicable to the dispositions referred to.

ihe effect of this adjustment is to permit for the future a larger
depreciation deduction than that permitted under the terms letters.
Tlhe reduction in the basis of the assets for pre-1913 depreciation is
equivalent to about one-third of the 30-percent reserve.

Second, for the period between the chiangeover date and the tax-
payer's first taxable year beginning after December 31, 1955, the
depreciation reserve is to be computed by including the 30-percent
reserve and the depreciation allowable for prior years under this
reserve. As a result, if a taxpayer elects to come under this section,
he cannot contest the 30-percent reserve requirement imposed by the
terms letters and, therefore, with one exception, noted below, he
cannot file claims or suits for refunds for this period.
The exception referred to above relates to a readjustment which

is permitted under the bill for purposes of determining the equity
invested capital base under the World War II and Korean war Excess
Profits Tax Acts. For this purpose, the basis of the assets is to be)
reduced only for depreciation sustained before March 1, 1913 on
property held on the changeover date. The effect of this adjustment
will be to increase the excess-profits credit and decrease the income
subject to the excess-profits tax in the case of some of-the railroads.

Because of the possibility that the Service might fail to sustain its
present position in the courts, and because the provision adopted by
the House appears to be a fair and equitable settlement of the
controversy, your committee has accepted the House provision with
only a minor technical change.
In considering this provision, the attention of yolur committee was

called to a railroad which was not a party to the terms letters and
which is still on the retirement method of accounting for tax purposes.
This provision will have no application to such a railroad since it is
following a retirement method of accounting.
Section 100--Anmedments to 1954 Code with respect to property acquired

from retirement method corporation
This section of the House bill is closely related to section 99. It

also deals with a changeover from the retirement method of taking
depreciation to another method of taking depreciation. The section,
however, applies to taxpayers who acquired property in a receivership
or bankruptcy proceeding where the prior corporation which trans-
ferred the property to the taxpayer used the retirement method of
depreciation and the taxpayer acquiring the property adopts another
method of depreciation. In such cases, the acquiring taxpayer is re-
qulired generally to make the type of adjustments referred to in section
99. Since taxpayers coming under this provision are required to
make this change, this provision differs from section 99, which is
elective.
The principal respect in which the adjustments under this section

differ from those referred to in section 99 is that the 30 percent reserve
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provided under the terms letters (rather than the depreciation sus.
tained before March 1 1913) is to be taken into account in computing
equity invested capital for purposes of the World War II and Korean
war excess profits taxes.
Your committee in general agrees with the House action on the

grounds that such a provision is necessary to make sure that railroads
going through bankruptcy or receivership proceedings may not as a
result of these proceedings change from the retirement method of
accounting to the straight line depreciation method without any
adjustment for pre-1913 depreciation, merely on the grounds that the
reorganized railroad represents a new taxpayer.
However, the attention of your committee has been directed to a

litigated case to which this section would apply if not modified. This
case is The Akron, Canton & Youngstown Railroad Company v. Commis-
sioner (22 T. C. 648 (1954)), remanded to the Tax Court by the United
States Court of Appeals for the Sixth Circuit pursuant to stipulation,
order by the Tax Court modifying its decision entered January 12,
1956. In this case, there was a determination of the adjusted basis of
retirement-straight-line property of the type described in this provi-
sion, and the right of the taxpayer to use the straight-line depreciation
method was established. Your committee believes it is inappropriate
to compel a taxpayer in this situation, who has already litigated this
matter, to make adjustments not required by the court order. This
appears especially inappropriate in view of the fact that section 99,
which has application to the bulk of the national railroads in the
United States, is elective rather than mandatory.

In view of this, your committee has provided that section 100 is
not to apply to taxpayers if, before the date of enactment of this bill,
there has been a determination by the Tax Court or other court of
competent jurisdiction (in any proceeding in which the court decision
became final after December 31, 1955), for any taxable year, of the
adjusted basis of property of the type described by this section, pro-
vided that the decision established the right of the taxpayer to use
the straight-line depreciation method.
Section 101--Extension of time for filing claims for refunds of overpay-

ments of income tax based upon education expenses paid or incurred'
in, 195/f

The Internal Revenue Service long held that relatively few educa-
tional expenses were deductible as business expenses, or as expenses
incurred in the production of income. Generally, the Service had
held that for such expenses to be deductible they must be required as
a condition to the retention, by the taxpayer, of his present employ-
ment. On April 4, 1958, however, the Treasury Department in a
news release announced that it was issuing final regulations which
were more liberal than the regulations previously in force, in that the
expenses incurred by a teacher for education could be deducted oven
though they were incurred voluntarily and even though the courses
taken carried academic credit or resulted in an increase in salary or in a
promotion. The news release also indicated that this change was
made in order to remove the distinction previously drawn between.
self-employed persons and employees, such as teachers. The final
regulations issued on April 5, 1958, provided that expenditures made
by a taxpayer for his education are deductible if they are for educa-.
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tion (including research activities) undertaken to maintain or improve
skills required by the taxpayer in his employment or in his trade or
business. These new, and more liberal, regulations were made effec-
tive for years to which the 1954 Code is applicable, or generally back
to January 1, 1954, but credits or refunds can be made only if the
years involved are still open.
Your committee is pleased with the more liberal interpretation by

the Internal Revenue Service: of what constitutes deductible educa-
tional expenses. A problem has arisen, however, as a result of the
date of the news release and the date the new regulations were
issued. For most calendar year taxpayers the period of limitations
expired with respect to their 1954 tax returns on April 15, 1958.
This was only 10 or 11 days after the date the new regulations and
news release were issued. Your committee believes that this is 'too
short a time to have given teachers and others generally throughout
the country an opportunity to reexamine their 1954 returns and file
claims for refunds with respect to any expenses incurred then which
they then, for the first time, found were properly deductible under the
regulations.

Therefore, your committee has added a section to the bill which
provides that refunds or credits relating to the deduction of educa-
tional expenses may be made. for any taxable years beginning after
December 31, 1953, and ending after August 16, 1954; even though
on the date this bill. is enacted, or at any time within 60 days there-
after, the statute of limitations has expired for any of these years
(except in the case ofclosing agreements and compromises). For a
claim to qualify for one of these closed years, however, it must be
filed within 60 days after the date of enactment o:( this bill.
Section 102-Deductibility of accrued vacation, pay
Under the 1939 Code (sec. 43) the period for taking deductions was

stated to be the taxable year in which the expenses were "paid or
accrued" or "paid or incurred," depending upon the method of
accounting, "unless in order to clearly reflect the income the deductions
or credits should be taken as of a different period." In this connec-
tion, published rulings (GCM 25261, C. B. 1947-2, 44; I. T. 3956, C. B.
1949-1, 78), in general held that vacation pay for the next year could
be accrued as of the close of the taxable year in which the qualifying
services were rendered if under the employment contract all of the
events necessary to fix the liability of the taxpayer for the vacation
pay had occurred by the close of the taxable year. In determining
whether the events necessary to fix the liability of the taxpayer for
vacation pay had occurred, the fact that the employees' right to a
vacation (or payment in lieu of vacation) in the following year might
be terminated it his employment ceased prior to the scheduled vacation
period was not regarded as making the liability a contingent one rather
than a fixed one. It was held that the liability was :lot contingent
since the employer could expect the employees as a group to receive the
vacation pay and, therefore, that only the ultimate amount of the
liability to the group remained uncertain at the close of the year.

In Revenue Ruling 54-608 (C. B. 1954-2, 8) the Internal Revenue
Service reconsidered its previous rulings on vacation pay. This
ruling held that no accrual of vacation pay could occur until the fate
of liability with respect to specific employees was clearly established
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and the amount of the liability 'to each individual employee was.
capable of computation with reasonable accuracy. This ruling was.
initially made applicable to taxable 'years ending on or after June 30,
1955. It was then thought that taxpayers accruing vacation pay
under plans which did not meet the requirements of the strict accrual
rules set forth in this ruling would utilize section 462 of the 1954 Code.
This section of the code, however, has been repealed and the Treasury
Department in a series of actions has continued to postpone the
effective date of Revenue Ruling 54--608 until January 1, 1959 (the
last postponement was made in Rev. Rul. 57-325, IRB 1957-27, 11,
July 8, 1957). The Treasury Department recently announced in.
Revenue Ruling 58-340, Internal Revenue Bulletin 1958-28, page 19,
that the postponement of the effective date of Revenue Ruling 54-608
applies only to those taxpayers who were properly accruing vacation
pay under I. T. 3956. In the latest ruling postponing the effective.
date, Revenue Ruling 54-608 was made inapplicable to taxable
years ending before January 1, 1959, except in cases involving an
agreement with a labor union which was in effect on June 30, 1957,
and which expires after December 31, 1958. In such cases Revenue
Ruling 54-608 is to be applicable for the first time to taxable years
ending on or after the 90th day after the date such agreement expires.
This latest ruling states that there will be no further extension of the
period of inapplicability of Revenue Ruling 54-608.
Your committee has concluded that. more time is required for study

before Revenue Ruling 54-608 is made applicable to those taxpayers.
whlo were properly accruing vacation pay under I. T. 3956. There-
fore, your committee has extended for 2 more years the period in which
Revenue Ruling 54-608 is to be inapplicable with respect to such
taxpayers. Thus, in section 102 the bill provides that in respect of
such taxpayers deductions for accrued vacation pay are not to be
denied for any taxable year ending before January 1, 1961, solely by
reason of the fact that the liability for the vacation pay to a specific
person has not .been clearly established or that the amount of the
liability to each individual is not capable of computation with reason-
able accuracy.
Section 103-Reimbursement for moving expenses received by employees

of certain corporations formed exclusively to operate laboratories for
the Atomic Energy Commission

A situation has been called to the attention of your committee
involving moving expenses received by employees of a corporation
formed to perform research development and production tasks for
the Atomic Energy Commission onl the ordnance aspect of atomic
weapons. The corporation concerned engages only in activities.
assigned to it by the Atomic Energy Commission, aind it operates
under a contract which specifically provides that all costs and expenses
of operation will be reimbursed by the Atomic Energy Commission
from appropriations by Congress. Also, under the contract the serv-
ices of the corporation involved are to be rendered without profit of
any kind.

In -hiring thelprofessional and skilled employees required for the
type of work in which the corporation is involved, the corporation
paid the traveling and moving expenses incurred by the new employees
in moving to accept employment. Until Revenue Ruling 55-140
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(C. B. 1955-1, 317) was issued in March of 1955, the officials of the
corporation had assumed that such expense reimbursement was not
taxable income.. This was based on the fact that an Internal Revenue
Service ruling issued in 1949 to a laboratory, which was an Atomic
Energy Commission installation, initially had held that reimbursed
travel expense to a new employee from a person under contract to the
Atomic Energy Commission was taxable income, was modified by the
Commissioner in 1951. In the 1951 ruling it was held that reimburse-
ment for travel expense on transfers between different nonprofit con-
tractors in the Atomic Energy Commission complex was not considered
to be taxable income.
In view of all of the circumstances involved in this case, your

committee believes that it would be unfortunate to impose income
tax with respect to the reimbursement of moving expenses for the
employees of this corporation. It has, therefore, added a new section
to the bill relating to amounts received by an individual, after De-
cember 31, 1949, and before the date of enactment of this bill from a
corporation meeting certain qualifications, as reimbursement for
moving himself and his immediate family, household goods, and
personal effects to a new place of residence in order to accept employ-
ment with the qualifying corporation. This section provides that
moving expenses of the type referred to above are to be excluded from
the gross income of the individual to the extent that the reimburse-
ment (lid not exceed the actual expenses paid or incurred for these
purposes.

This provision is not, however, to apply in any case where the
individual involved was advised at the time of his employment by
an authorized official of the corporation that the amount of the reim-
bursement :would be includible in gross income. In the case in
question it is understood that new employees on or about September 1,
1955, were advised specifically that the amounts reimbursed to them
for moving and travel expenses were taxable income and thus many,
if not all, of the new employees hired after that date will not receive
the treatment accorded by this provision.
The conditions which must be met by a corporation to qualify

under this provision are (1) it must be formed exclusively for the
purpose of, and be exclusively engaged in, operating without profit a
scientific laboratory for the Atomic Energy Commission, and (2) it--
must be operated solely on funds appropriated to the Atomic Energy
Commission by Congress.
Section 104-Extension of time for making refund of overpayments of

income tax resulting from erroneous inclusion of certain compensa-
tion for injuries or sickness

Section 22 (b) (5) of the Internal Revenue Code of 1939 provided
in general that amounts received through accident or health insurance
or under workmen's compensation acts, as compensation for personal
injuries or sickness were excludable from gross income. However, in
the past the Internal Revenue Service has held that sick pay received
from a self-insured employer's plan did not qualify for this exclusion.
Early in 1952 in Arnold W. Epmeier v. United States (C. A. 7, 1952,
199 F. 2d 5085 the court rejected this position and held that sick pay
received under one of these self-insured company plans was properly
excludable from gross income under section 22 (b) (5). On March 26,
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1953, however, the Internal Revenue Service issued news release I. R.-
-047, station gthat it did not follow the Epmeier case. On April 1,1957,

the Supreme Court in Gordon P. Haynes and EssieAM. Haynes v.
United States (1957, 353 U. S. 81) sustained the position of the Seventh
Circuit in the Epmeier case and held that sick payments made under
a self-insured company plan qualified for the exclusion under the
1939 Code.
As a result of the decision in the Haynes case, refunds are now being

paid on claims relating to self-insured sick plan payments where such
claims are not barredb-y the statute of limitations. However, under
present law a substantial number of such claims are barred. During
the period from March 26, 1953, when the Service indicated that it
would not follow the Epmeier decision, until December 9, 1954, the
Internal Revenue Service followed the policy of disallowing these
claims for refunds. Claims during this period are not generally
eligible for refund because, in reliance on the announced policy of the
Internal Revenue Service that the Epmeier case would not be followed,
many of the claimants did not file protective suits upon receipt of
notice of disallowance of their claim, and the 2-year period of limitation
for filing suit for refund has expired. However, claims handled
by the Internal Revenue Service after December 9, 1954, were held in
suspense by the Internal Revenue Service with the result that these
claims for refund generally are still valid. As a result, the eligibility
of taxpayers to obtain refunds with respect to self-insured sick pay
claims now depends in large part on whether the claims happened to
be filed before or after December 9, 1954. Moreover, there ap-
parently is some difference in this respect in the various local Internal
Revenue offices, depending upon variations in promptness in handling
refund claims. In some cases taxpayers who filed claims before
December 9, 1954, are now entitled to refunds because the local offices
involved were not able to act upon the claims until after December 9,
1954, while taxpayers where the local offices were able to act more
promptly find that they are now unable to claim refunds.
To remove this inequitable situation your committee has added a

new section to the House bill. This section provides that where there
has been an overpayment of income tax because of the inclusion in
gross income of an amount received as compensation for injuries or
sickness, if claim for credit or refund of this overpayment was filed
after December 31, 1951 (just before the Epmeier decision), and before
the statute of limitations for filing the claim had expired, the time
for commencing suits for refund (sec. 3772 (a) (2) of the 1939 Code)
is to remain open until 1 year after the date of enactment of this bill.
Section 105-Amounts received by certain motor carriers in settlement of

claims against the United States
The attention of your committee has been called to a problem

presented by several trucking lines, During World War II there was
a strike of the employees of several trucking lines which was not
settled. Because of the war emergency the Government seized several
of these trucking lines and operated them from August 11, 1944, until
the fall of 1945. After the return of these lines to their owners claims
for compensation were made by the trucking lines to the Government.
These were settled in 1952 on the basis of a payment by the Govern-
ment of compensation for the use of the trucking business, measured
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by the rental value of the equipment, plus the amount of any operating
loss or minus the amount of any operating profit for the period
involved.
The tax problem presented is whether the amount received from the

Government should be reported as income in the year of receipt or
whether it should be treated as if it were income of the prior period
with respect to which the compensation was paid; namely, part of 1944
and 1945. Section 107 (d) of the 1939 Code, relating to back pay, in
general, provides that where qualifying tests are met, the tax attrib-
utable to the inclusion of the back pay in gross income for the taxable
year is not to be greater than the increase in taxes which would have
resulted from the inclusion of the back pay in gross income for the
taxable years to which it is attributable. It has held, however, that
this compensation paid by the United States Government was not
compensation received by the employee for services performed for
his employer and therefore that the back pay provision was not
available.
Your committee believes that compensation received from the

United States in the type of case described above is properly attribut-
able to the years in which the motor carrier systems were in the pos-
session or control of tile United States. Thus, your committee has
concluded that taxpayers in such cases should be taxed as if this
compensation hacdbeen received in the years with respect to which
the compensation was paid. As a result, your committee has added
a new section to the House bill providing that amounts received in
settlement of a claim against the United States, arising from the fact
that United States through possession or control of a motor carrier
transportation system, owned by the taxpayer, at the taxpayer's
election, is to be deemed income which was received in the taxable
years during which the motor carrier system was in the possession or
control of the United States. The taxpayer may make this election
within 1 year after the date of enactment of this bill. Also, the period
for assessment of any defficiency attributable to the inclusion of the
compensation in a prior taxable year of the taxpayer is not to expire
until 1 year after the date the taxpayer makes the election.
Section 106-Reasonable cause for failure to file return

Section 106 of the 1939 Code provides that in the case of amounts
received by a taxpayer from the United States in the case of certain
claims against the United States, the surtax imposed with respect to
such an amount is not to exceed 30 percent, or if the normal tax also
is taken into account, the total tax is not to exceed 33 percent. In
1956 Congress added a new type of claim to which this provision
was made applicable. The claim was one arising under a contract
for the construction or installation of facilities for a branch of the
armed services where the claim remained unpaid for more than 5
years front the date the claim first accrued, if the claim was paid
prior to January 1, 1950. In addition, Congress in 1956 provided
that in determining whether or not additions to tax were to be imposed
for failure to file a return (under sec. 291j__) of the 1939 Code) in
the type of cases referred to above, the term "reasonable cause" is
to be interpreted as including the filing of a timely incomplete return
under circumstances where the taxpayer believed that no return was
due on amounts received under a settlement from the United States.
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This amendment was made applicable with respect to taxable years
ending after December 31, 1948, whether or not the statute of limita-
tions had expired (except in the case of closing agreements or com-
promises).
A situation has been called to the attention of your committee

where amounts were received during the period 1943 through 1948
inclusive, in settlement of a claim arising under the same contract
as one to which section 106 of the 1939 Code applies for years after
1948. In the period from 1943 through 1948 the taxpayer also re-
ceived the amounts under conditions which led him to believe that
the amounts were not includible in his income for tax purposes. For
periods since 1948 Congress has already provided in this case that the
tax with respect to the claim is to be limited to a maximum tax of
33 percent and that there are- to be no penalties for failure to file a
return where a timely incomplete return was filed. Your commit-
tee's bill extends the latter of these two features to cover the period
from 1943 through 1948, but provides for no modification of the tax
with respect to amounts received in this earlier period. Thus, the
provision added by your committee prevents the application of
penalties for failure to file a complete return for the period 1943
through 1948 where the taxpayer had the same reasons to believe no
taxes du(e as he subsequently did with respect, to a claim to which
section 106 of the 1939 Code was applicable.

HOUSE SECTIONS DELETED,

Section 9 of House bill which is omitted by your committee-Remnainders
to related persons in the case of certain charitable trusts

The 1954 Code (sec. 673) provides that the income of an irrevocable
charitable trust for a period of 2 years or more is not to be taxed to the
grantor of thei trust. _-Iowever, where thle grantor has a reversionary
interest of 5 percent or more in the corpus or income of the trust no
charitable deduction is allowed to the grantor for the gift to charity
of the income for the 2-year period. The House bill also (denies the
charitable deduction in the case of these charitable trusts where the
corpus reverts to the grantor's children, spouse, grandchildren or
other closely related persons. Tlie types of exempt charitable organ-
izations which qualify for exemption under the 2-year provision are:
churches, hospitals, and educational organizations which normally
maintain a regular faculty and curriculum and have a reguhlrly enrolled
body of students in attendance at the place where its educational
activities are carried on.
Your committee is of the opinion that if the House provision were

to be enacted it would severely limit, the creation of short-term
charitable trusts. 'T'his is true because grantors would hesitate to
set up such trusts, where the corpus did not revert to members of
their family. In -fact, the creation of such a trust for charity under
tihe Hfouse bill would not, result in any benefiL to thle grantor which
he could not obtain by giving the property directly to members of
his family without the income being set aside for an intervening
period, for one of tlhe specified charitable purposes. This is the result
of eliminating a charitable contribution deduction in such cases since
the property given to members of his family would in any case. be
excludable from his income whether this was accomplished by setting
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up an irrevocable trust or by giving the property directly to members
of his family. Your committee believe that the situation where the
corpus of a charitable trust reverts to a member of the family of the
grantor is substantially: different from: the case where the grantor
himself has not irrevocably parted with all the interest in the property.
As a result, your committee has amended the House bill to strike

section 9, relating to remainders to related persons in the case of'
charitable trusts. Thus, a charitable contribution deduction will not
be denied with respect to an amount set up in trust where the remainder
eventually is to go to relatives of the taxpayer.
Section 17 of House bill which is omitted by your committee-Property

received in certain corporate reorganizations
The House report suggests that under present law it may be possible

for loss to be recognized to a taxpayer in connection with transactions
which in part come under section 358 dealing with tax-free exchanges.
However, to the extent loss is recognized in connection with such a
transaction the basis of the property received by the taxpayer should
be adjusted downward but the basis provision (sec. 358) does not
specifically provide for a reduction in basis in such cases. Accordingly,
the House amended the code (sec. 358 (a) (1) (A)) to provide for a
reduction in basis of the property received to the extent of the amount
of any loss recognized to the taxpayer upon the exchange.
Your committee agrees with the House as to the result which should

be obtained in the situation described above. However, further
study of this situation has indicated that the transaction described
above under present law would be considered as 2 transactions, 1 of
them being tax free and resulting in no basis adjustment and the
other resulting in a recognized loss which would result in a downward
basis adjustment. As a result, your committee has deleted section 17
of the House bill.
Section 37 of the H-ouse bill which is omitted by your committee-Carry-

back and carryover offoreign tax credit
Under present law citizens and alien residents of the United States

and also domestic corporations are subject to United States tax on
income from sources within and sources without the United States.
Since income from without the United States generally is subject to
income tax in the foreign country or possession, a credit is allowed
against the United States tax for those foreign taxes (or taxes of a
possession). The foreign tax credit is restricted by the so-called
country-by-country limitation in section 904. As a result of this
limitation the foreign tax which can be claimed as ia credit cannot
exceed an amount which is the same proportion of the taxpayer's
total United States tax liability before credit as the taxable income
front the foreign country is of the total taxable income of the tax-
payer.
The House bill would provide a carrylback and carryforward of the

)portion of the foreign tax credit which cannot be used by reason of
the limitation. Under this provision, the excess amount can be carried
back for 2 years or forward for 5 succeeding years and can be used in
those years to the extent that the taxes paid to the foreign country in
any of those years is less than the limitation on the foreign tax credit.
The House report indicates that it would add this carryback and carry-
over of the unused foreign tax credit to present law to prevent double
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taxation which otherwise might occur because of differences in the
time of reporting income in the United States and in various foreign
countries. Illustrations in the House report of the factors~which might
result in differences in the timing of the reporting of income and
allowance of deductions were:

(1) Reporting of taxable income from sales on the installment
basis in the United States without being permitted to report in
a similar manner in a foreign country;

(2) Differences under the laws of the United States and those
of the foreign country in the pricing of inventories;

(3) Differences in reporting foreign exchange profit or loss;
(4) Differences in depreciation methods in the United States

and in the foreign country;
(5) The requirement of some countries that income taxes be

determined only on a fiscal year basis; and
(6) The use of an averaging device in the computation of

taxable income in certain foreign countries covering more than.
1 taxable year.

Your committee's investigation of this provision has indicated that
while there is the problem of the difference in the time of reporting
income under the country-by-country limitation of existing law, the
effects of the foreign tax credit carryover is not limited to such cases.
For example, where the effective rates of tax imposed by the foreign
country vary from year to year, a foreign tax credit carryover in
effect permits the circumvention of the country-by-country limitation.
For example, if in 1 year the rate of tax in the foreign country is 60
percent and-in the next year the rate is 30 percent, a credit carryover
will permit the portion of the tax not credited in the first year to be
credited in the next year. Thus, in reality the limitation will be--
exceeded with respect to taxes of the first year.

Also, where the taxpayer has losses in the United States, a foreign
tax credit carryover may be available even though there are no
variations in the time of reporting income in the United States and
the foreign coufintry. For example, suppose that the taxpayer has a
$100 loss in the United States and $100 of income in a foreign country
in the same year, and that the taxpayer pays a foreign tax of $30
with respect to his foreign income. The taxpayer would have no
United States tax to pay under existing law. Under the House bill
he would have an excess foreign tax credit carryover of $30, and would
be entitled to carry over this credit to another year when it probably
could be offset against the tax on domestically earned income.

Since the effect of the foreign tax credit carryover of the House bill
is not limited to cases where there is a difference in the time of reporting
income, your committee decided that it should not act favorably on
this provision without further study. Therefore, it has deleted this
provision from the bill.



IV. TECHNICAL EXPLANATION

SECTION 1. SHORT TITLE, ETC.

This section of the bill, which is identical with section 1 of the
House bill, provides a short title for the bill, a provision to the effect
that references in the bill are generally to the 1954 Code, and a general
effective-date provision.
Short title
Subsection (a) of section 1 provides a short title for the bill: "Tech-

nical Amendments Act of 1958."
Amendment of 1954 Code
Subsection (b) of section 1 contains a provision eliminating the

necessity of referring to the Internal Revenue Code of 1954 each time
a change is made in that code by the bill. Except as otherwise ex-
pressly provided, whenever in the bill an amendment or repeal is ex-

pressed in terms of an amendment to, or a repeal of, a section or other
provision, the reference is to a provision of the Internal Revenue Code
of 1954.
Effective date
Subsection (c) of section 1 provides effective dates for the amend-

ments made by the bill for which there are no separate special effective
dates. Unless otherwise expressly provided, (1) the amendments to
subtitle A of the 1954 Code apply to taxable years beginning after
December 31, 1953, and ending after August 16, 1954 (the general
effective date for income-tax provisions of the 1954 Code), and (2) the
amendments to subtitle F of the 1954 Code take effect as of August 17
1954 (the day after the date of enactment of the 1954 Code), and
apply as provided in section 7851 of the 1954 Code.

SECTION 2. RETIREMENT INCOME CREDIT

This section of the bill, which corresponds to section 2 of the
House bill, amends section 37 of the 1954 Code (relating to the retire-
ment income credit).
The House bill made three changes in section 37 to remove certain

differences between the application of section 37 to married indi-
vidluals residing in community-property States and those residing in
common-law States. Subsection (a) (1) of the House bill provided
that, in the case of individuals who are married, any pension or
annuity received by either spouse and attributable to services ren-
dered by either spouse shall be considered as the retirement income
of the individual who rendered the services. Subsection (a) (2) of
the House bill provided that, in determining the amount of any
benefits under social security, railroad retirement, or other excludable
pensions received during the taxable year, community-property law
shall not be taken into account. Subsection (a) (3) of the House
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bill amended section 37 (g) to provide that for purposes of the defini-
tion of earned income any such income which is community income
shall be treated as the income of the individual who rendered the
services.

These provisions of the House bill equated the treatment of in-
dividuals residing in community-property States to individuals re-
siding in common-law States by overriding, insofar as the application
of section 37 is concerned, certain community-property-law prin-
ciples which would otherwise be applicable.
Your committee bill eliminates the House provision and provides

instead rules which effectively equate the application of section 37 to
all married individuals regardless of the law of the State in which they
reside by applying, in general, to all married individuals the r.ule which
would be applicable to residents of community-property States.
Definition of earned income
The new subsection (h) (1), which is added by subsection (a) of

section 2 of your committee bill, relates to the determination of
whether an individual has received earned income in excess of $600
for purposes of determining if lihe is eligible for the retirement income
credit and to the determination of earned income received during the
taxable year for purposes of computing the reduction, if any, in the
maximum allowable amount of retirement income. Section 37 (b) of
the 1954 Code provides, in general, that an individual may be eligible
for the retirement income credit if lie lias received in eachl of 10 prior-
calendar years in excess of $600 of earned income, and section 37 (d)
(2) of the code requires a reduction in the maximum allowable amount
of retirement income on which the credit is based to the extent that
an individual receives during the taxable year earned income in excess.
of specified amounts. Under the new subsection (hi) (1), income re-
ceived by a married individual in a particular year attributable to
services rendered by him is treated, for purposes of subsections (b)
and (d) (2) of section 37, as if it were received one-half by that in-
dividual and one-half by the individual who is his spouse in such year..

Thus, for purposes of (leterlmining under section 37 (b) whether a
taxpayer has received over $600 of earned income in each of 10'
calendar years prior to the taxable year in which 1he claims tlhe retire-
ment income credit, income received in a prior year by an individual
who was the taxpayer's spouse in such prIior year attributable to the
services of such spouses is treated as having been received one-half by
the spouse and one-half by the taxpayer. Conversely, one-half of the
income received by the taxpayer in prior years attributable to his.
services is considered to have beenI received by the individual whlo was
his spouse in those years. The attribution of illcoime betm,eein individ-
uals is not affected by any change in marital status after the year in
which tihe income in question was rtceiv(ed. For example, at wi(low(d or
divorced individual is considered for purposes of section 37 (b) to have
received only one-half of the income actually received by him (for his.
services) in years prior to his divorce or his spouse's death. The for-
mer spouse is, of course, considered to have received the other half of
such income. Also, for purposes of determining under section :37
(d) (2) whether a taxpayer has received earned income in excess of'
the amounts specified in suchsection, earned income received by such,
taxpayer during the taxable year is treated as having been received
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one-half by him and one-half by the individual Who is his spouse in
that year. The converse is also true, in that the spouse's earned in-
come will be attributed one-half to the spouse and one-half to the.
taxpayer.
Determination of amount of pensions and annuities received
Under section 37 (c), the term "retirement income" is defined to,

include pensions and annuities, and under section 37 (d) (1), the maxi-
mum allowable amount of retirement income upon which the retire-
ment income credit is computed is reduced by the amount of pensions.
and annuities received under social security and railroad retirement
and by the amount of certain other excludable pensions and annuities.

Subsection (a) of section 2 of your committee bill adds a new sub-
section (h) (2) to section 37, pursuant to which any pension or an-
nuity received-by an individual in a particular taxable year which is
attributable to services performed by him or by the individual who is
his spouse in such taxable year is treated, for purposes of subsections
(c) and (d) (1) of section 37, as having been received one-half by him
and one-half by such spouse. Thus, in determining whether an
individual has received any retirement income during the year, the
amount of any compensatory pensions, including a pension received
from a public retirement system and a pension received from a private
plan, attributable to services performed by him or his spouse, will be
treated as having been received one-half by him and one-half by such
spouse. No part of a pension received by an individual attributable
to services performed by a former spouse is allocated to his present
spouse. Thus, if a surviving spouse receives a pension on account off
the services rendered by her deceased husband, she will be treated as
having received the entire amount thereof.
The special treatment of pensions and annuities under the new

subsection (h) (2) is only for purposes of computing the amount of'
retirement income upon which the retirement income credit is based
and does not affect the amount of pensions and annuities includible
in the income of the spouses. Accordingly, an individual resident of'
a common-law State who receives a taxable pension or annuity must
still report on his return the entire amount thereof, even though his.
spouse is entitled to a retirement income credit based upon the
treatment of one-half of such pension or annuity as received by her.
'Determination of marital status

Under the new subsection (h) (3), as added by subsection (a) of'
section 2 of your committee bill, the rules of section 143 of the 1954
Code are to be applied in determining whether individuals are married
luring any taxable year, including taxable years not subject to the
1954 Code. Accordingly, no part of the earned income or pensions.
received by a taxpayer during a taxable year in which he becomes.
divorced from his spouse is treated under the new subsection as having
been received by such spouse.
Community-property law applicable
The provisions of the new subsection (h) of section 37 of. the 1954.

Code are not intended by your committee to override, cqamunity-.
property-law concepts as to the ownership of income by married
persons. If under the law of a community-property State, certain
income is considered to be owned one-half by eaih. spouse, such.
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income will be treated under section 37 as having been received
one-half by each spouse. For example in determining the amount of
retirement income received in a taxable year by an individual residing
in a community-property State, dividend and interest income received
by one spouse will be treated as having been received one-half by
each spouse if under the State law such income is considered to be
owned jointly.
Effective date
The amendments to section 37 made by section 2 of the bill are

applicable to retirement income credits for taxable years beginning
after December 31, 1957. Therefore, the new rule with respect to the
determination of earned income is applicable in determining the
eligibility of an individual and the amount of the allowable credit for
any such taxable year. In determining an individual's eligibility
under section 37 (b) of the code for the credit for such a taxable year,
it is immaterial when the earned income was received.

SE.CTION 3. DEALERS IN TAX-EXEMPT SECURITIES

This section, which corresponds to section 3 of the House bill,
amends section 75 of the 1954 Code, which in effect provides for the
amortization of the premium on short-term municipal bonds by dealers
in tax-exempt securities. Generally, the premium must be amortized
over the life of the bond by an adjustment either to the cost of
securities sold or to the basis of such bonds so as to offset, in
effect, the tax-exempt interest income. However, the term "short-
term municipal bond," as defined in section 75 (b) of the 1954 Code,
does not include any bond disposed of within 30 days after the date
of acquisition by the dealer or any bond with the earliest maturity or
call date more than 5 years from the date acquired by the dealer.
Therefore, a dealer is not required under existing law to amortize the
premium on any such bond. Any loss realized upon sale or redemp-
tion of such boaids constitutes an ordinary loss which may be applied
against other income even though the interest that may be collected on
the bond in the same period is tax-exempt.
The House bill amends section 75 (b) (1) by deleting altogether

the exception to amortization for bonds with earliest maturity or call
date more than 5 years after acquisition, and by providing that the
exception for bonds which are disposed of within 30 days after acquisi-
tion shall be applicable only where the amount realized on the sale of
the bond (or the fair market value of the bond at the time of its dis-
position in some other manner) is greater than the adjusted basis of
the bond, computed without regard to any amortization of premium
in the hands of the dealer under section 75.
Your committee has restored the exception to amortization for bonds

maturing more than 5 years after acquisition, but has made the avail-
ability of such exception subject to the requirement that the bond be
disposed of at a gain, just as in the case of a bond disposed of within
30 days. Your committee has also added a. sentence to subsection (a)
with respect to bonds maturing more than 5 years after acquisition.
This sentence provides that in tlie case of such bonds, the reduction of
"cost of securities sold," which is required under subsection (a) (1)
to be made by those taxpayers valuing inventories on any basis other
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than cost, shall not be made annually, notwithstanding subsection (a)
(1), but instead shall be made in the aggregate for the year in whichthe bond is disposed of and in an amount equal to the adjustment to
basis described in subsection (a) (2). Since the adjustment upon
disposition is made applicable only to "municipal bonds" as defined in
subsection (b) (1), it does not apply to bonds disposed of at a gain
(or at a time when their fair market value is in excess of the basis of
the bond). The sentence thus eliminates the technical problem of
whether or not to amortize the premium on a bond which is still held
at the close of the taxable year- at which time it is impossible to de-
termine whether or not it will be disposed of at a gain. In the case of
the later sale or exchange of a bond at a loss (or disposition of such a
bond at a time when its fair market value is less than its basis), the
sentence provides a method for reducing the "cost of securities sold"
by the amount of the amortizable bond premium attributable to the
period during which the bond was held by the dealer.
As in the House bill, a conforming amendment is made to-section

1016 (a) (6), relating to adjustments to basis, consistent with the
elimination of the words "short-term" in the proposed amendment with
respect to both subsections of section 75.
The amendment is applicable only to obligations acquired after, and

in taxable years ending after, December 31,1957.
SECTION 4. STATUTORY SUBSISTENCE ALLOWANCE RECEIVED BY POLICE

With the exception of a change in tbe effective date provisions, this
section is the same as section 4 of the House bill. The section repeals
section 120 of the 1954 Code. Section 120 provides for the exclusion
from gross income, not to exceed $5 per day, of a statutory subsistence
allowance received by police officials of any State, Territory, or posses-
sion, or any subdivision thereof, or the District of Columbia.
The repeal applies to taxable years ending after September 30,

1958, but only with respect to amounts received as a statutory sub-
sistence allowance for any day after September 30, 1958.

SECTION 5. DEFINITION OF DEPENDENT

This section which corresponds to section 5 of the House bill amends
section 152 of the 1954 Code, relating to the definition of a dependent.
Your committee has redesignated subsection (b) of the House bill as
subsection (c) and has inserted a new subsection (b), -.vhich would
amend the last sentence of section 152 (b) (3) of the 1954 Code to
provide that certain adopted children may be claimed as dependents.
Spouse

Section 152 of the 1954 Code provides the definition of a dependent
and corresponds to section 25 (b) (3) of the 1939 Code. Subsection
(a) of section 152 defines the term "dependent" as any one of the
individuals listed in paragraphs (1) through (10) of that subsection
who, during the calendar year in which the taxable year of the tax-
payer begins, received over half of his support from the taxpayer
(or was treateA under section 152 (c), relating to multiple-support
agreements, as having received over half of his support from the tax-
payer). Those individuals listed in paragraphs (1) through (8) of
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subsection (a) are identical with those who may qualify as dependents
under section 25 (b) (3) of the 1939 Code. The individuals described
in paragraphs (9) and (10) are individuals who did not formerly
qualify as dependents for income-tax purposes.

Subsection (a) of this section, which is identical with subsection
(a) of the House bill, amends section 152 (a) (9) in order to clarify
the definition of a dependent. For purposes of the personal exemption,
a spouse of the taxpayer was not considered under the 1939 Code as a
dependent of such taxpayer, and no substantive change was made by
the enactment of the 1954 Code. However, the 1954 Code added a
new class of dependents consisting of an individual who, although not
falling within any of the specified relationships, has as his principal
place of abode the home of the taxpayer and is a member of the
taxpayer's household. The amendment made by section 5 (a) of
the bill makes it clear that an individual who at any time during the
taxable year was the spouse of the taxpayer cannot in any case be
classed as a dependent of the taxpayer.
Adopted child

Subsection (b), for which there is no corresponding provision in
the House bill, amends section 152 (b) (3) of the 1954 Code, relating
to the definition of a dependent. Section 152 (b) (3) of the code.
excludes from the term "dependent" any individual who is not a
citizen of the United States unless such individual is a resident of the
United States, of a country contiguous to the United States, of the
Canal Zone, of the Republic of Panama or, under certain circum-
stances, of the Philippine Islands.

Subparagraph (B) of section 152 (b) (3) of the code, as added by
your committee, includes within the term "dependent" any child of
the taxpayer legally adopted by him, if, for the entire taxable year of
the taxpayer, the child has as his principal place of abode the home
of the taxpayer and is a member of the taxpayer's household, and if
the taxpayer is a citizen of the United States.
Member of household

Subsection (c), which is identical with subsection (b) of the House
bill, amends section 152 (b) (relating to definition of dependent) of
the 1954 Code so as to provide (for purposes of determining whether an
individual is a dependent) that an individual is not a member of the
taxpayer's.household if at any time during the taxable year the relation-
ship between such individual and the taxpayer is in violation of local
law.
Iffeciive date
Under section 1 (c) of the bill the amendments made by subsec-

tions (a) and (c) of section 5 of the bill are to apply to taxable years
beginning after December 31, 1953, and ending after August 16, 1954.
The amendment made by subsection (b) of section 5 of the bill is to
apply to taxable years beginning after December 31, 1957.

SECTION 6. IMPROPER PAYMENTS TO OFFICIALS OF FOREIGN COUNTRIES

This section, for which tlere is no corresponding provision in the
House bill, amends section 162 by addling a now subsection (c) which
bars a deduction for improper payments to an official or employee of a
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foreign country. Subsection (c) of existing law is redesignated as
subsection (d):This provision would deny the deduction, whether the payment
to the foreign official or employee is direct or indirect, if, had a
similar payment been made to a Federal (United States) official or
employee, it would have been unlawful under the laws of the United
States. In this regard the laws of the United States comprehend only
Federal laws. Some such payments to foreign officials have been held
deductible under existing law, as ordinary and necessary business
expenses. But this section would deny the deduction of kickbacks
and bribes for example, which may be a necessary concomitant of doing
business in some foreign countries, whether the kickbacks or bribes are
paid to officials of the central government of the foreign state,'or a
political subdivision thereof, because the payment of similar kickbacks
or bribes to a Federal official or employee would be unlawful. Lawful-
ness or unlawfulness of the payment in the foreign country is imma-
terial, as is the place of payment.
The provision is to apply only with respect to expenses paid or

incurred after the date of enactment of the bill. But it is specifically
provided that no inference is to be drawn from enactment of this
provision, where payments prior to its effective date are involved.
As to such payments, therefore, existing rules as laid down, for
example in Commissioner v. Ileininger (320 U. S. 467 (1943)); Lilly v.
Commissioner (343 U. S. 90 (1952)); and, more recently, Commissioner
v. Sullivan (356 U. S. 27 (1958)), would continue to apply.
SECTION 7. PAYMENTS FOR MUNICIPAL SERVICES IN ATOMIC ENERGY

COMMUNITIES

This section of the bill, except for a clerical change and a change
in the effective date, is the same as section 6 of the House bill.

Persons acquiring or leasing real estate from the Atomic Energy
Commission at Oak Ridge, Tenn., and Richland, Wash., are required
to compensate the Commission, or its agents, for municipal-type
services rendered to such persons. This section of the bill amends
section 164 of the 1954 Code (relating to deductions for taxes) to
provide that amounts paid or accrued, to compensate the Atomic
Energy Commission for municipal-type services, by any owner of real
property within any community (as defined in sec. 21 b of the Atomic
Energy Community Act of 1955) shall be treated as real property
taxes paid or accrued. For purposes of this provision, an owner
includes a person who holds such property under a leasehold from the
Commission, or its agents, of 40 years or more, and a person who has
entered into a contract to purchase property under section 61 of the
1955 act. Generally, an assignee of the original lessee will qualify
for the same treatment as such lessee under this provision. Although
section 21 b of the act now refers only to Oak Ridge, Tenn., and Rich-
land, Wash., the provisions of this amendment would apply to any
similar Atomic Energy community subsequently included under the
provisions of section 21 b.
The municipal-type services provided by the Atomic Energy

Commission include police and fire protection , public recreational
facilities, public libraries, public schools, public health, public welfare,
an~-the maintenance of roads and streets. Although it may include
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sewage and refuse disposal which are maintained out of revenues
derived from the general charge made by the Commission, it would
not include these services if a separate charge was made. The taxes
for municinal-type services would not include charges assessed against
local Benefits of a kind tending to increase the value of the property
assessed, as described in section 164 (b) (5) of the 1954 Code.

Subsection (d) of section 164 of the 1954 Code (relating to the
apportionment of taxes on real property between the seller and
purchaser) will not apply to a sale by the Commission or other agentof the United States Government.

This section will apply to taxable years beginning after December 31
1957. 1.

SECTION 8. WORTHLESS SECURITIES IN AFFILIATED CORPORATION 3

This section, which is identical with section 7 of the House bill,
corrects a grammatical error in section 165 (g) (3) (B) of the 1954
Code, relating to the allowance of losses of securities in affiliated
corporations, by striking out "rental from" and inserting in lieu
thereof "rental of."

SECTION 9. NONBUSINESS BAD DEBTS

This section, which is identical with section 8 of the House bill,amends section 166 (d) (2) (A) of the 1954 Code, relating to non-
business bad debts, by striking out "a taxpayer's trade or business"
and inserting in lieu thereof "a trade or business of the taxpayer."
The amendment makes it clear that section 166 (d) (2) (A) excludes
from the category of nonbusiness bad debts only debts created or
acquired in connection with a trade or business of the taxpayer
claiming the deduction.

SECTION 10. FACILITIES FOR PRIMARY PROCESSING OF URANIUM ORE OR
URANIUM CONCENTRATE

This section, for which there is no corresponding provision in the
House bill, amends section 168 (e) (2) of the 1954 Code, relating to
certifications of emergency facilities after August 22, fi957.

Section 168 (e) (2) of the code contains the authorization for the
certifying authority, designated by the President, to issue certificates
entitling certain persons to a deduction with respect to the amortiza-
tion of the adjusted basis (for determining gain) of certain emergency
facilities based on a period of 60 months. Under the provisions of
present law the authority to certify defense facilities for 60-month
amortization after August 22, 1957, is limited to 2 categories, namely,
facilities to be used-

(A) to produce new or specialized defense items or com-
ponents of new or specialized defense items during the emergency
period, or

(B) to provide research, development, or experimental services
during the emergency period for the Department of Defense (or
one of the component departments of such Department), or for
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the Atomic Energy Commission, as a part of the national defense
program,

and only such portion of such amount as such authority has certified
is attributable to the national defense program.
Uranium ore or concentrate processing facilities
Subsection (a) of your committee's bill amends section 168 (e) (2)

of the code by adding a new subparagraph (C) to provide a third
category with respect to which certifications for rapid amortization
may be made, namely, a facility that is to be used to provide primary
processing for uranium ore or concentrate under a program of the
Atomic Energy Commission for the development of new sources of
uranium ore or concentrate.
Limitation with respect' to uranium ore or concentrate processing

facilities
Subsection (b) of your committee's bill amends section 168 (e) of

the code, relating to determination of adjusted basis of emergency
facilities, by adding a new paragraph (5) to provide that no certificate
shall be made under new paragraph (2) (C) with respect to any
facility unless existing facilities for processing the uranium ore or
concentrate are unsuitable because of their location.
Applications heretofore filed
The next to the last sentence of section 168 (e) (2) of the code

provides that an application for a certificate must be filed at such
time and in such manner as may be prescribed by the certifying
authority under regulations but in no event shall such certificate have
any effect unless an application therefor is filed before the expiration
of 6 months after the beginning of construction, reconstruction, erec-
tion, or installation, or the date of acquisition of the facility. The
second sentence of section 168 (d) (1) of the code provides that in
no event, shall an amortization deduction be allowed in respect of any
emergency facility for any taxable year unless a certificate in respect
thereof shall have been made before the filing of the taxpayer's
return for such taxable year.

Subsection (c) of your committee's bill provides that:
(1) In the case of any certificate which is made under section

168 (e) of the 1954 Code for any facility to which the amendment
made by subsection (a) applies, if application for such certificate
was filed before the date of the enactment of this act and within
the time prescribed by the next to the last sentence of section 168
(e) (2) of such code, the second sentence of section 168 (d) (1)
of such code shall not apply with respect to any taxable year of
the taxpayer which ends prior to the date on which such certificate
is made; and

(2) In the case of any certificate which is made under such
section for any facility to which the amendment made by sub-
section (a) applies, if application for such certificate is filed at
any time within 3 months after the date of the enactment of this
act, the next to the last sentence of section 168 (e) (2) shall not
apply and the second sentence of section 168 (d) (1) shall not
apply with respect to any taxable year of the taxpayer which
ends prior to the date on which such certificate is made.
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SECTION 11. UNLIMITED DEDUCTION FOR CHARITABLE CONTRIBUTIONS
BY INDIVIDUALS

This section, for which there is no corresponding provision in the
House bill, amends section 170 (b) (1) (C) of the 1954 Code (relating
to the unlimited deduction for charitable contributions by individuals).
Under existing law, if in the taxable year and 8 of the 10 preceding
taxable years the sum of an. individual's income-tax payments and
charitable contributions exceeds 90 percent of his taxable income
(computed with certain modifications), the 10- and 20-percent limita-
tions on charitable contributions do not apply.

Since to determine whether an individual comes within the provi-
sions of present section 170 (b) (1) (C), reference must in all cases be
made to actual payment in the 9 taxable years involved, inequities
may result, for example, as a result of payments of estimated tax or
deficiencies. Payments in 1 year in respect of another may distort
the results for both years. Accordingly, this provision gives the tax-
payer an election to examine a taxable year either on the basis of the
amounts of income tax actually paid in that year or on the basis of
the amounts of income tax actually paid for that year. Necessarily it
is also provided that if a particular payment is taken into account.on
the latter basis, it must not also be utilized in making a determination
for another taxable year on the former basis. Duplication of amounts
is thus avoided.
The amendment applies with respect to taxable years beginning

after December 31, 1957.

SECTION 12. CHARITABLE CONTRIBUTION CARRYOVER FOR CORPORATIONS

This section of the bill, which is the same as section 10 of the House
bill, amends section 170 (b) of the 1954 Code, relating to limitations
on deductions for charitable contributions.

Section 170 (b) (2) of the 1954 Code relates to the deduction
allowed corporations for charitable contributions and provides for a
2-year carryover of contributions in excess of the amount allowable
for the taxable year. The interrelationship of this provision and the
net operating loss carryover provided by section 172 of such code in
certain circumstances makes it possible to argue that a charitable con-
tribution mnay be taken into account twice-once in the computation of
the net operating loss carryover, and again in the computation of the
charitable contribution carryover. This argument is possible by
virtue of the differences in the methods l)rovided for the computation
of such carryovers. This section of the bill amends section 170 (b) of
the 1954 Code to provide that in these circumstances the charitable
contribution will reduce taxable income only once. (The problem does
not arise with respect to a net operating loss carryback, because section
170 (b) (2) (C) specifically provides that the deduction for a charitable
contribution shall be computed without taking into account any net
operating loss carryback.)
The following example illustrates the problem. Assume that a

corporation has a net operating loss of $100,000 in 1954 which is a
carryover to 1955. Assume further that in 1955 the corporation has
taxable income of $100,000 before allowance of a $5,000 charitable
contribution made in 1955 and before application of the net operating



TECHNICAL AMENDMENTS ACT OF 195 8

loss carryover from 1954. Under section 170 (b) (2) the net operating
loss will first be applied to eliminate the $100,000 of taxable income
for 1955, and the $5,000 charitable contribution therefore will become
a carryover to 1956. However, in determining under section 172 (b)
(2) the amount of the net operating loss of 1954 which is absorbed in
1955, the deduction for the charitable contribution is taken into
account before application of the net operating loss carryover (reducing
taxable income to $95,000) so that only $95,000 of the 1954 loss is
deemed to be used in 1955 and the remaining $5,000 of the 1954 loss
is available as a carryover to 1956. Accordingly, there is available
by way of the two carryovers $10,000 of deduction in 1956. Although
the corporation was entitled to only $105,000 of deduction, it may be
argued that existing law provides a benefit of $110,000. Under
section 12 of the bill, the charitable contribution carryover of $5,000
would be eliminated.
Under section 1 (c) of the bill, the amendment made by this section

applies to taxable years beginning after December 31, 1953, and ending
after August 16, 1954.

SECTION 13. LIMITATIONS ON CHARITABLE CONTRIBUTION DEDUCTION

Deduction for certain interest
This section, which corresponds to section 11 of the House bill,

amends section 170 (b) of the 1954 Code (relating to limitations on
deduction for charitable contributions) to eliminate the possibility of
taking interest into account both for purposes of computing the inter-
est deduction and for purposes of computing the deduction for charit-
able contributions. Under the amendment if, in connection with any
charitable contribution, a liability is assumed by the recipient or by
any other person, or if a charitable contribution is of property which
is subject to a liability, then, to the extent necessary to avoid the
duplication of amounts, the amount taken into account for purposes
of section 170 of the code as the amount of the charitable
contribution-

(1) is to be reduced for interest (A) which has been paid (or
is to be paid) by the taxpayer, (B) which is attributable to the
liability, and (C) which is attributable to any period after the
making of the contribution; and

(2) in the case of a bond, is to be further reduced for interest
(A) which has been paid (or is to be paid) by the taxpayer on
indebtedness incurred or continued to purchase or carry such
bond, and (B) which is attributable to any period before the
making of the contribution.

The amendment further provides that the reduction referred to in
paragraph (2) above is not to exceed the interest (or interest equiva-
lent) on the donated bond which is attributable to any period before
the making of the contribution and which is not, under the taxpayer's
method of accounting, includible in the taxpayer's gross income for
any taxable year. The term "interest equivalent" includes a situation
where bonds are acquired at a discount and where the difference (or
a portion thereof) between the discount and par value of the bonds
is a substitute for periodic interest payments. The term "bond" for
purposes of the amendment means any bond, debenture, note, or
certificate or other evidence of indebtedness.
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Effective date
The amendment made by this section of the bill is to apply to

taxable years ending after December 31, 1957, but only with respect
to charitable contributions made after such date.

SECTION 14. AMORTIZABLE BOND PREMIUM

This section, except for a change in the effective date and a change
in the dates subsequent to which the acquisition of a bond will result
in the applicability of clauses (ii) or (iii) of section 171 (b) (1)
(B), is substantially identical with section 12 of the House bill.
Before the 1954 Code, premiums on wholly taxable bonds generally

were amortized over the period from the date of acquisition to ma-
turity or to an earlier call date. The bond premium thus written
off was applied against ordinary income, but gain on disposition was
generally subject to capital gains treatment. Section 171 of the 1954
Code allows amortization of bond premiums on wholly taxable bonds
to an earlier call date, but only if the call date is more than 3 years
from the date of issue of the bonds. This change made by the 1954
Code does not apply to (1) bonds issued on or before January 22,
1951, and (2) bonds acquired on or before January 22, 1954.

Section 12 of the House bill amends section 171 (b) (1) (B) of the
·1954 Code to provide that in the case of a wholly taxable bond, re-
gardless of date of issue, acquired after November 7, 1956 (changed
by your committee to December 31, 1957), the amount of the bond
premium is to be determined with reference to (1) the amount payable
on maturity, or (2) if the bond premium determined with reference
to the amount payable on earlier call date results in a smaller amor-
tizable bond premium attributable to the period to earlier call date,
with reference to the amount payable on earlier call date.
The following example illustrates the application of this new rule:
On January 1, 1958, the taxpayer (who is on a calendar-year basis)

pays $1,200 for, a $1,000 wholly taxable bond which matures on De-
cember 31, 1977. The bond is callable on January 1, 1963, at $1,165.
The premium computed with reference to the maturity date of the
bond is $200. The premium computed with reference to earlier call
date is $35. Although the premium amortized ratably to maturity
would yield a deduction of $10 for each year ($200 divided by 20
years), under the amendment the deduction for each taxable year for
the period before January 1, 1963, will be $7 ($35 divided by 5 years).
If the bond is not called, the deduction for each taxable year in the
period from 1963 through 1977 will be $11 ($165 divided by 15 years).
If the earliest call date in this example had been January 1, 1961,
instead of January 1, 1963, the premium amortized ratably to maturity
would be used to obtain a deduction of $10 per year since this would
be less than the premium amortized ratably to earlier call date of
$11.67 ($35 divided by 3, the number of years to the earliest call date).
A conforming technical change is made by inserting a reference

to section 171 (b) (1) (B) (ii) and (iii) in subsection (b) (2) of
the section in lieu of the previous reference to subsection (c) (1) (B).
The amendments apply with respect to taxable years ending after

December 31,1957.
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SECTION 15. NET OPERATING LOSS DEDUCTION

This section is the same as section 13 of the House bill except that
your committee has added a new subsection (c), relating to the refund
or credit of overpayments which are barred by the statute of limita-
tions and to the payment of interest on overpayments resulting from
the application of this section.

Section 15 of the bill amends section 172 of the 1954 Code (relating
to the net operating loss deduction) to provide certain rules with
respect to taxable years beginning in 1953 and ending in 1954 and
with respect to short taxable years beginning in 1954 and ending
before August 17, 1954.

Section 172 (f) of the code now provides that the computation of
a net operating loss arising in a taxable year beginning in 1953 and
ending in 1954 is to be made by determining the loss for such year
entirely under the 1939 Code provisions and then entirely under the
1954 Code provisions, and then by taking the sum of a prorated part
of each such loss (based on the number of days in the taxable year
falling in the calendar years 1953 and 1954, respectively).

Subsection (a) of section 15 of the bill provides similar pro rata
computations (1) for the net operating loss deduction (as distin-
guished from the net operating loss itself) for a taxable year beginning
in 1953 and ending in 1954 and (2) with respect to the reduction, in
the amount of any net operating 19s carried through such a taxable
year, by reason of the income of such taxable year. \

Subsection (a) of section 15 adds a new paragraph (3) to section
172 (f) of the 1954 Code pursuant to which, in the case of a taxable
year beginning in 1953 and ending in 1954, the net operating loss
deduction will consist of the sum of the respective prorated parts of a
net operating loss deduction computed separately for such year
under section 122 (c) of the 1939 Code and under section 172 (a) of
the 1954 Code. These prorated parts will be based upon the number
of days in the taxable year falling in the calendar years 1953 and
1954, respectively.
Subsection (a) of section 15 also adds a new paragraph (4) to section

172 (f) of the 1954 Code. Under subparagraph (A) of this new para-
graph, the net income for a taxable year beginning in 1953 and ending
in 1954 will first be determined under theo applicable principles of
section 122 (b) of the 1939 Code; then a prorated portion of the net
income so determined will be taken into account in determining net
income for purposes of section 172 (b) (2) of the 1954 Code. This
prorated portion will be based upon the number of days in the taxable
year which fall within the calendar year 1953. To the amount so
determined there will be added, under subparagraph (B) of the new
paragraph (4), a prorated portion (based upon the number of days
falling in the calendar year 1954) of the net income for the taxable
year determined under the applicable principles of section 122 (b)
of the 1939 Code by taking into account the applicable modifications
other than the modifications set forth in section 122 (d) (1) and (2)
of the 1939 Code, and by taking into account as a deduction from gross
income an amount which is equal to the sum of the credits otherwise
allowable under section 26 (b) (relating to the credit for dividends re-
ceived) and section 26 (h) (relating to the credit for dividends paid on
the preferred stock of a public utility) of the 1939 Code in computing
normal-tax net income.
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In determining the net income of a taxable year which begins in
1953 and ends in 1954 under proposed section 172 (f) (4), the net
operating loss deduction, if any, will be computed in accordance with
proposed section 172 (f) (3).

Subsection (b) of section 15 of the bill amends section 172 (g) of
the 1954 Code to provide the same rules for short taxable years begin-
ning in 1954 and ending before August 17, 1954, as are applied under
the amendments made by subsection (a) of the bill to the 1954 portion
of a fiscal year beginning in 1953 and ending in 1954.

Subsection (c) of section 15 of the bill, as added by your committee,
provides that the refund or credit of certain overpayments resulting
from the application of this section which is barred, on the date of
enactment of the bill (or within 6 months thereafter), by the statute of
limitations may be made or allowed if claim for the refund or credit is
filed within 6 months from the date of the enactment of the bill. This
subsection of the bill also provides that no interest shall be paid or
allowed on any overpayment resulting from the application of the
amendments made by subsection (a) and subsection (b) of section 15

SECTION 16. ASSESSMENTS LEVIED BY SOIL OR WATER CONSERVATION OR
DRAINAGE DISTRICTS FOR CERTAIN DEPRECIABLE PROPERTY

Allowance of deduction
Section 16 of the bill, for which there is no corresponding provision

of the House bill, amends section 175 of the 1954 Code. Section 175 of
existing law permits a taxpayer to adopt a niethod of deducting cer-
tain expenditures for soil or water conservation which are not other-
wise deductible and which are not subject to an allowance for deprecia-
tion. Assessments by a soil or water conservation or drainage district
to defray expenditures which the taxpayer could deduct under section
175 had he himself made the expenditures are also deductible under
the method. Subsection (a) of section 16 of the bill amends section
175 by adding a.new subsection (f) that, in general, allows deduc-
tions with respect to assessments which, while otherwise qualifying
under section 175, are denied deduction under existing law solely by
reason of the fact that the expenditures defrayed by the assessments
were made for structures, appliances, or facilities of a character sub-
ject to the allowance for depreciation provided by section 167.
Paragraph (1) of the new subsection (f) allows deductions with

respect to assessments levied after December 31, 1957, by a soil or
water conservation or drainage district to defray expenditures for
property described in paragraph (3). The property described in para-
graph (3) is only a structure, appliance, or facility which meets three
conditions. First, the property must be of the character which is sub-
ject to a depreciation allowance under section 167. Second, the cost
of this property must be defrayed by assessments levied after Decem-
ber 31, 1957. Third, expenditures for the acquisition of the property
must be of the type which, if made by the taxpayer, would constitute
expenditures which would be deductible under section 175 (a) except
for the second sentence of section 175 (c) (1). In addition, the de-
duction does not apply to assessments which are deductible apart
from the amendment. For example, the deduction does not apply to
an assessment deductible under section 164 as a tax, or to an assessment
deductible under section 175 of existing law.
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The amount of the deduction under paragraph (1) is the taxpayer's
share of the depreciation that would be allowable to the district on the
property described in paragraph (3) if the district were subject to
Federal income taxes. The taxable year of the district and the method
for determining the taxpayer's share of the district's depreciation
deduction shall be prescribed by regulations.
The owner of the land with respect to which the assessment is levied

is entitled to the deduction. Generally a purchaser of such land
(whether or not the owner at the time of the assessments) who meets the
conditions for the deduction may obtain the same deduction as his
transferor could have obtained under paragraph (1) if he had retained
the land. On the transfer of a part of the land the transferee obtains
the deduction to the extent that the assessments relate to the land
transferred. Of course, if no part of the assessments relate to that
part of the land transferred, then the transferee obtains no deduc-
tion under the amendment. Where land is transferred during a tax-
able year, paragraph (4) authorizes the Secretary or his delegate to
prescribe regulations for allocating the deduction between the trans-
feror and the transferee.
The deduction provided by paragraph (1) is not limited to 25 per-

cent of the gross income from farming, but paragraph (2) does
impose certain requirements if the deduction is to be made available
for assessments by the district to defray the cost of acquiring depre-
ciable property.
Paragraph (2) provides for a ceiling on the amount of the annual

deduction allowable under paragraph (1). The amount of the de-
duction for the taxable year (when added to the aggregate deductions
under paragraph (1) for prior taxable years) may not exceed the
aggregate assessments levied before the end of the taxable year (and
after December 31, 1957) in respect of the taxpayer's land to defray
such expenditures. To obtain this deduction the taxpayer need not
adopt the method of deduction provided under section 175 (a).
Corresponding to a similar requirement in section 175 of present

law, paragraph (2) limits the availability of the deduction to a tax-
payer who is engaged in the business of farming and who uses the
land in respect of which such assessment is levied in farming. Dur-
ing any period of noncompliance with this requirement, the taxpayer
cannot obtain the deduction provided under paragraph (1).
Paragraph (5) makes clear that the deduction under paragraph (1)

will not be prevented by section 263.
Basis
Paragraph (6) adds a cross reference to section 1016 (a). No

change is made in the requirement under existing law that assess-
ments of the kind to which the amendment applies must be charged
to capital. Subsection (b) of section 16 of the bill adds to section
1016 (a) a new paragraph (17) to assure a proper adjustment to
basis for the deductions under the new subsection (f) (1) of section
175. Where the land to which the assessments relate is disposed of, the
transferee may obtain such deductions under subsection (f) (1)
(limited as described above) as the transferor could have obtained
and he must make corresponding adjustments under the new section
1016 (a) (17). Further assessments paid or incurred by the trans-
feree are also charged to capital and his basis is likewise adjusted for
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the deductions on account of such assessments under the new subsection
<f) (1) of section 175.
Example
The operation of the amendment may be illustrated by the follow-

ing example: In 1960, X, a drainage district, constructs a tile drainage
ditch of a character subject to an allowance for depreciation at a cost
of $20,000. The improvement is property described in paragraph (3)
of the new subsection (f). To finance the construction, X issues
10-year bonds payable in equal yearly installments during the 10-year
period, 1960 through 1969. The district levies an assessment of $2,000
for each calendar year against all of the land benefited by the im-
provement to defray the cost of this improvement. A, engaged
in the business of farming, owns a tract of land benefited by
the improvements and uses it in farming. Each year during the
10-year period an assessment of $200 is levied with respect to such
tract. For the purpose of the new subsection (f) the district uses
the straight-line method of depreciation. The improvement has no
salvage value. Since it has a useful life of 20 years, the district's
depreciation deduction each year is $1,000. A, a calendar year tax-
payer, is entitled to a deduction under the new subsection (f) for each
taxable year of $100 ($2000 X$1,000 ) On January 1, 1965, A sells
his tract for $50,000 to B, a calendar year taxpayer, who during the
entire period of 1965 through 1979 engages in the business of farming,
and owns and uses the land in farming. At the close of the taxable
year 1965 B's adjusted basis for the tract (before an adjustment is
made for the deduction under the new subsection (f) (1) for the
taxable year) is $50,200 (B's cost plus the assessment of $200 for
1965). Since $1,200, the aggregate assessments at the close of the
taxable year with respect to the tract for the improvement, exceeds
$600, the aggregate deductions by the end of 1965 with- respect to the
land and the improvement, by more than $100 (the current year's
depreciation deduction), B is allowed a deduction under the new sub-
section (f) in the amount of $100 for the taxable year 1965. The
adjusted basis of the tract, as adjusted for the $100 deduction for 1965,
is $50,100. A cannot obtain a deduction under the new subsection (f)
(1) after he disposes of the tract.
Effective date

Subsection (c) of section 16 of the bill provides that the amend-
ments made by subsections (a) and (b) shall apply to taxable years
beginning after December 31,1957.

SECTION 17. IMPROVEMENTS ON LEASED PROPERTY

Deduction by lessee for depreciation, etc.
This section corresponds to section 14 of the House bill with changes

as hereinafter mentioned. Section 17 of the bill adds a new section
178 to the 1954 Code (relating to depreciation or amortization ot
improvements made by lessee on lessor's property).

Subsection (a) of the new section 178 added by the House bill pro-
vided that where a lessee makes improvements on leased property (or
where he incurs costs in acquiring the lease) renewal periods, as well
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as the term of the initial lease, are to be taken into account in deter-
mining the length of the period over which tlhe improvements (or costs)
are to be written off (where this is shorter than the life of the im-
provement) unless the taxpayer can show that it is more probable
that he will not renew the lease than that he will.
Subsection' (b) of the new section 178 added by the House bill

provided that if the lessee and lessor are related persons at any time
during the taxable year, then, in determining the amount allowable
to the lessee as a deduction for such taxable year for exhaustion, wear
and tear, obsolescence, or amortization in respect of any building
erected (or other improvement made) on the leased property, the
lease shall be treated as including a period of not less duration than
the remaining useful life of such improvement. Subsection (b) also
provided that in determining whether a lessee and lessor are related
persons, the rules of subsections (b) and (c) of section 267 of the
1954 Code are to apply, except that, (-1) the family of an individual
is to include only his spouse, ancestors, and lineal descendants, and
(2) the phrase "80 percent or more" which appears in paragraphs
(2) and (3) of section 267 (b), and relates to the requirements for stock:
ownership in determining whether certain corporations are related
persons, is to be substituted for the phrase "more than 50 percent"
each place it appears therein.
Your committee has amended subsection (a) of section 178 to pro-

vide that (except as provided in subsection (b), explained below) in
determining the amount allowable to a lessee as a deduction for any
taxable year for exhaustion, wear and tear, obsolescence, or
amortization-

(1) in respect of any building erected (or other improvement
made) on the leased property, if the portion of the term of the
lease (excluding any period for which the lease may subsequently
be renewed, extended, or continued pursuant to an option exercis-
able by the lessee) remaining upon the completion of such build-
ing or other improvement is less than 60 percent of the useful life
of such building or other improvement, or

(2) in respect of any cost of acquiring the lease, if less than 75
percent of such cost is attributable to the portion of the term of
the lease (excluding any period for which tholease may subse-
quently be renewed, extended, or continued pursuant to an
option exercisal)le by the lessee) remaining on the date of its
acquisition,

the term of the lease shall be treated as including any period for which
the lease may be renewed, extended, or continued pursuant to an
option (whether or not specifically provided for in the lease) exer-
cisable by the lessee, unless the lessee establishes that (as of the close
of the taxable year) it is more probable that the lease will not be
renewed, extended, or continued for such period than that the lease
will be so renewed, extended, or continued. Thus subsection (a) (1),
as amended, would be applicable, in the case of unrelated taxpayers
whore the period of the lease remaining, without regard to any
renewals, is less than 60 percent of the estimated useful life of the
building or other improvement, and subsection (a) (2) as amended,
would be applicable in respect of any cost of acquiring the lease in
the case of unrelated taxpayers, if less than 75 percent of such cost
is attributable to the portion of the term of the lease remaining on
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the date of its acquisition without regard to any renewals. This
subsection, as amended by your committee, may be illustrated by
the following examples:
Example (1): Upon the completion of an improvement constructed

by the lessee upon the lessor's property, the lessee has 15 years remain-
ing on his lease with an option to renew for 20 years. The improve-
ment has an estimated useful life of 30 years. Since the portion of
the term of the lease (without regard to any renewals) remaining upon
the completion of the improvement is less than 60 percent of the
estimated useful life of the improvement, the term of the lease will
include the total of the original lease period and the renewal period,
or 35 years. Since the estimated useful life of the improvement (30
years) is less than 35 years, the improvement may be depreciated
under the provisions of section 167 of the 1954 Code over the 30-year
period. However, if the taxpayer is to amortize the cost of the
improvement over the period remaining of the present lease (15 years)
he will have to prove that (as of the close of the current taxable year)
it is more probable that the lease will not be renewed, extended, or
continued than that the lease will be renewed, extended, or continued.
Example (2): Upon the completion of a building constructed by

the lessee upon the lessor's property, the lessee has 21 years remaining
on his lease with an option to renew for 10 years. If the building has
a useful life of 35 years, then the rule under this section would not
apply because the term of the lease remaining after the completion of
the building is for a period not less than 60 percent of the estimated
useful life of the building. Since subsection (a) of section 178 is not
applicable, the taxpayer is allowed to amortize the cost of the building
over the remaining term. of the lease (21 years) unless under the
provisions of subsection (c) of section 178 there is a reasonable
certainty that the renewal option will be exercised.
Example (3): If a lessee pays $10,000 to acquire a lease for 20 years

with two options to renew for periods of 5 years each and $7,000 of his
costs of acquiring the lease were paid for the initial 20-year lease
period, the new rule of section 178 would be applicable since $7,000
is less than 75 percent of the cost of the lease (75 percent times $10,000,
or $7,500). Thus, the cost of acquiring the lease ($10,000) will be
amortized over the aggregate of the original term of the lease and the
2 renewal periods, or 30 years. If the taxpayer establishes that (as
of the close of the current taxable year) it is more probable that the
lease will hot be renewed, extended, or continued than that the lease
will be renewed, extended, or continued, he may amortize the cost of
acquiring the lease ($10,000) over the initial term of the lease (20
years).
Example (4): If in example (3) $8,000 of the lessee's costs of

acquiring the lease were for the initial 20-year lease period, section
178 (a) (2) would not apply and the taxpayer would be allowed to
amortize the total cost of acquiring the lease ($10,000) over the 20-
year period, unless, under the provisions of subsection (c) of section
178, that there is a reasonable certainty that the renewal option or
options will be exercised.
Your committee intends that in a case where the lessee has given

notice to the lessor of his intention to extend, renew, or continue a
lease, the lessee shall take into account, in applying the percentage
requirements of this section, such extension or renewal in determining
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the portion of the term of the lease remaining upon the completion of
the improvement or on the date of the acquisition of the lease. There-
fore, in applying the percentage requirements under this section in a
case where the lessee has given notice to the lessor of his intention to
extend, renew, or continue a lease, that portion of the term of the lease
remaining upon the completion of the improvement or on the date of
the acquisition of the lease shall include the aggregate of the period
remaining of the unexpired term of the present lease and the renewal
period or periods if the notice includes such periods. The foregoing
may be illustrated by the following examples:
Example (5): Upon the completion of a building constructed by

the lessee upon the lessor's property (the lessee and lessor are not
related), the lessee has 3 years remaining on a lease for 20 years with
2 options to-renew for periods of 20 years each. The estimated useful
life of the building is 50 years. Prior to completion of the building the
lessee gives notice to the lessor of his intention to accept the first
20-year option. Section 178 is applicable since the term of the lease
remaining upon completion of the building (23 years) is less than
60 percent of the estimated useful life of such building (60 percent
times 50, or 30 years).
Example (6): If in example (5) the estimated useful life of the build-

ing is 30 years, section 178 would not apply since the period of the lease
remaining (23 years) is not less than 60 percent of 30 years, or 18 years.

If the lessee fails to give notice of his intention to accept the renewal
option, the renewal period would not be taken into account in comput-
ing the percentage requirements. Thus, in the above example, section
178 would apply in either case whether the estimated useful life of the
building is 30 years or 50 years since the lease remaining upon com-
pletion of the building (3 years) is less than 60 percent of either of the
estimated useful lives (18 or 30 years).
Related persons defined

Subsection (b) of section 178, as contained in the House bill, has
been amended by your committee to provide that a lessor and lessee
shall be considered to be related persons if-

(1) the lessor and lessee are members of an affiliated group
(as defined in section 1504), or

(2) the relationship between the lessor and lessee is one de-
scribed in subsection (b) of section 267, except that, for purposes
of this subparagraph the phrase "80 percent or more" shall be
substituted for the phrase "more than 50 percent" each place it
appears in such subsection. For purposes of determining the
ownership of stock in applying section 267 (b), the rules of sub-
section (c) of section 267 shall apply, except that the family of an
individual includes only his spouse, ancestors, and lineal de-
scendants.

Reasonable certainty test
Subsection (c) of section 178, for which there is no corresponding

provision in the House bill, provides that in any case in which neither
subsection (a) nor subsection (b) apply, the determination as to the
amount allowable to a lessee as a deduction for any taxable year for
exhaustion, wear and tear, obsolescence, or amortization-

(1) in respect of any building erected (or other improvement
made) on the leased property, or
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(2) in respect of any cost of acquiring the lease, shall be made
with reference to the term of the lease (excluding any period for
which the lease may subsequently be renewed, extended, or con-
tinued pursuant to an option exercisable by the lessee), unless
the lease has been renewed, extended, or continued or the facts
show with reasonable certainty that the lease will be renewed,
extended, or continued.

Effective date
Subsection (c) of the House bill has been amended to provide that

the amendments made by this section shall apply with respect to costs
of acquiring a lease incurred, and improvements begun, after July 28,
1958 (other than improvements which, on July 28, 1958 and at all
times thereafter, the lessee was under a binding legal obligation to
make).
SECTION 18. MEDICAL, DENTAL, ETC., EXPENSES IN CASE OF DECEDENTS

Section 213 (d) (1) of the 1954 Code provides that expenses for the
medical care of the taxpayer which are paid out of his estate within 1
year after his death are to be treated, for income-tax purposes, as
paid by the taxpayer at the time incurred. Section 213 (d) (2) (A)
of the 1954 Code provides that this rule will not apply unless there is
filed a statement that the amount has not been "claimed or allowed"
as a deduction for estate-tax purposes.

This section of the bill, which is identical with section 15 of the
House bill, strikes out the phrase "claimed or" from section 213 (d)
(2) (A) to conform the language of this provision with similar language
in section 642 (g) of the 1954 Code.

SECTION 19. INCREASE IN LIMITATION ON MEDICAL DEDUCTION FOR A TAX-
PAYER OR HI SPOUSE WHO HAS ATTAINED AGE 65 AND IS DISABLED

This section which has been added by your committee, increases
the maximum limitation on the medical deductioinallowable to a tax-
payer who has attained the age of 65 and is disabled, or whose spouse
has attained the age of 65 and is disabled. Under your committee's
amendment, the limitation would be $15,000 for a taxpayer if he is 65
or over and disabled, or if his spouse is 65 or over and disabled and
if his spouse does not make a separate return for the taxable year. If
both spouses are disabled and 65 or over, the limitation on a joint
return is $30,000.
The increased amount allowable as a deduction, however, over the

limitations of existing law as set forth in section 213 (c) of the 1954
Code is available only with respect to amounts paid during the taxable
year for the taxpayer, if he has reached the age of 65 before the close
of the taxable year and is disabled, or for his spouse, if she has reached
the age of 65 before the close of the taxpayer's taxable year and is
disabled. Other amounts paid during the taxable year, such as for'
the medical care of a dependent, shall be taken into account only to.
the extent such payments do not exceed the maximum limitation, con-
tained in section 213 (c), which would apply but for this amendment.
Thus, assume the case of a taxpayer over 65 and disabled, with one

dependent and filing a joint return, with medical expenses deductible
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under section 213 (a) of $8,500 for the dependent and $6,500 for him-
self. The deductible expenditures in respect of the dependent would
be limited to $7,500, and the taxpayer would be entitled under this
section to deduct the $6,500 paid for himself, a total of $14,000 out of
the $15,000 paid. Because of the application of the section 213 (c)limitation to payments for the dependent, $1,000 of the amount deduct-
ible under section 213 (a) would be disallowed. In addition, the
amendment limits to $15,000 the amount which can be taken into
account with respect to amounts paid for the medical care of any one
individual taxpayer or spouse. This limitation will operate where
both spouses are 65 or over and disabled and file a joint return.
Your committee's amendment contains a definition of the term

"disabled" for purposes of this section. A person shall be consid-
ered disabled if he is unable to engage in any substantial gainful
activity, by reason of any medically determinable physical or mental
impairment which can be expected to result in death or be of long-
continued and indefinite duration. Ordinarily, a terminal illness be-
cause of disease or injury would result in disability. Inability to
engage in normal activities because of a broken bone would notgen-
erally be considered a disability, since inactivity from such an injury
would not generally be either long-continued within the meaning of
this section or of indefinite duration, both of which conditions must
be met. In general, the gainful activity to which the section refers
is the activity, or a comparable activity, in which the individual cus-
tomarily engaged prior to the arising of the disability. It is further
provided that proof of the existence of disability must be furnished
to the Secretary or his delegate, in such form and manner as may
be required.
The determination of whether the taxpayer or his spouse is disabled

shall be made as of the close of the taxable year of the taxpayer,
except that if his spouse dies during the taxable year the determination
as to whether disability of the spouse existed shall be made as of the
date of death.

It is further provided that the amendment made by this section will
apply only to taxable years beginning after December 31, 1957.

SECTION 20. DEDUCTIONS BY CORPORATIONS FOR DIVIDENDS RECEIVED

This section, with the exception of a change in the holding period
and effective date, is identical with section 16 of the House bill.

Section 20 of the bill adds a new subsection (c) to section 246 (relat-
ing to rules applicable to the intercorporate dividends-received de-
duction) of the 1954 Code. Under the House bill, this new subsection
denied the allowance of the deductions provided in section 243, 244, or
245 in respect of any dividend on any share of stock which was sold
or otherwise disposed of in any case in which the taxpayer had held
such share for 10 days or less or to the extent that the taxpayer was
under an obligation (whether pursuant to a short sale or otherwise)
to make corresponding payments with respect to substantially iden-
tical stock or securities. Your committee has amended this provision
so that the 10-day holding period of new subsection (c) is extended
to6 15 days. The term "otherwise disposed of" is intended to include
disposal by gift or other disposition.
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Subsection (c) (of both your committee's bill and the House bill)
also provides the rule to be followed in the case of any stock having
preference in dividends. In such-case the holding period is to be 90
days (in lieu of 15 days) if the taxpayer receives dividends with re-
spect to such stock which are attributable to a period or periods
aggregating in excess of 366 days.
The denial of the dividends-received deduction applies in any case

in which the taxpayer is in both a"long" and "short" position over the
dividend date without regard to the length of time during which the
shareholder was in the long position. That is in any case where a
taxpayer is receiving dividends on stock and is under an obligation to
make corresponding payments on substantially identical stock or se-
curities, the dividends-received deduction would be denied. The term
"substantially identical stock or securities" is intended generally to
have the same meaning as used in sections 1091 and 1233.

Special rules are provided in paragraph (3) of the new subsection
(c) to be used in determining (for purposes of applying the rules
of the subsection) the period for which the taxpayer has held any
share of stock. In computing such period, the day of disposition,
but not the day of acquisition, shall be taken into account. There
shall not be included in the computation any day which is more than
15 days after the date on which such share becomes ex-dividend. Thus,
if a corporation buys stock immediately before the ex-dividend date
and sells short with respect to the same stock immediately afterward,
it will not be possible to obtain the dividends-received deduction by
holding the straddle position for an indefinite period, closing the
short position with newly acquired stock, and then holding the original
stock for 15 days. Where paragraph (2) applies to stock having a
preference in dividends, in lieu of the 15-day rule a 90-day rule ap-
plies. The special rules of section 1223 (4) (relating to holding pe-
riods in cases of wash sales) are not to apply. Paragraph (3) fur-
ther provides that the holding periods (as determined above) shall
be reduced for any period (during such holding periods) in which the
taxpayer is in both a "long" and "short" position. Specifically, it is
provided that the holding period shall be appropriately reduced (in
a manner provided in regulations prescribed by the Secretary or his
delegate) for any period in which the taxpayer has an option to sell,
is under a contractual obligation to sell, or has made (and not closed)
a short sale of substantially identical stock or securities.
The House bill provided that the amendment made. by section 16

of that bill was to apply with respect to taxable years ending after
November 7, 1956, but only with respect to shares of stock acquired
after November 7, 1956. Your committee has changed the effective
date to December 31, 1957, and has provided that the denial of the
deduction under this amendment shall apply not only to dividends
received on shares of stock acquired after December 31 1957, but also
with respect to shares of stock acquired before that date where the
taxpayer has made a short sale of substantially identical stock or
securities after that date.
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SECTION 21. GAIN OR LOSS ON SALES OR EXCHANGES IN CONNECTION
WITH CERTAIN LIQUIDATIONS

Section 21 of the bill, for which there is no corresponding pro-
vision in the House bill, amends section 337 of the 1954 Code (relating
to gain or loss on sales or exchanges in connection with certain liqui-
dations) to add at the end thereof a new subsection (d). The new
subsection provides a special rule for minority shareholders in the
case of sales or exchanges by a corporation following the adoption of
a plan of complete liquidation, but only if the plan is adopted after
December 31, 1957, if section 332 applies to such liquidation and if
section 334 (b) (1) applies to property received by a corporation
described in section 332 (b) (1). The new subsection does not apply
unless subsection (a) is inapplicable to such sales or exchanges solely
by reason of the application of subsection (c) (2) (A). Thus, if
subsection (a) would not apply to any sale or exchange without re-
gard to subsection (c) (2) (A), the new subsection will not apply
with respect to such sale or exchange.
The special rule of the new subsection consists of two steps. First,

the amount realized by a minority shareholder (that is, any share-
holder except the corporation which meets the 80-percent stockown-
ership requirement of sec. 332 (b) (1)) during the first taxable year
in which he receives a distribution in complete liquidation is increased
by his proportionate share of the amount by which thie tax imposed
by subtitle A on the liquidating corporation would have been reduced
if subsection (c) (2) (A) had not been applicable to sales or ex-
changes of property by such corporation. In determining whether or
not there would have been a reduction, and if so, the amount thereof,
the provisions of subsections (a), (b), and (c) must be taken into
account. Thus if subsection (a) would not apply to a sale because
the property sold is described in subsection (b) (1) (A), or because
the property is sold after the expiration of the 12-month period pre-
scribed in subsection (a), such sale shall not be taken into account
in determining the amount by which the tax imposed on the corpora-
tion would have been reduced if subsection (c) (2) (A) had not
applied.
The entire increase provided for in subsection (d) (1) is treated

as an addition to the amount realized by a minority shareholder on
the liquidating distribution received by him during the first taxable
year in which he receives a liquidating distribution. Thus, even
though a minority shareholder receives distributions in complete liqui-
dation in more than one taxable yeai, the entire increase takes place
in the first taxable year in which he receives such a distribution.
Second, the shareholder is deemed to have paid, with respect to his

taxable year in which he receives his first liquidating distribution, an
amount of tax equal to the amount of the increase provided for in
subsection (d) (1). Such payment is deemed to have been made on
the last day prescribed by law for the payment of the tax imposed by
subtitle A on the shareholder for such taxable year. Since the tax
on the amount of the increase will always be less than the increase
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itself, application of the new subsection may give rise to an overpay-
ment of tax. Any such overpayment will be credited or refunded in
accordance with the provisions of the code relating to the allowance
of credits or refunds.
The amendment made by section 21 applies with respect to plans

of complete liquidation adopted after December 31, 1957.

SECTION 22. COLLAPSIBLE CORPORATIONS

Section 22 of the bill, for which there is no corresponding provision
in the House bill, amends section 341 of the 1954 Code (relating to col-
lapsible corporations) to add at the end thereof a new subsection (e).
The new subsection sets forth circumstances under which a corporation
will be considered not to be a collapsible corporation with respect to
(1) certain sales or exchanges of its stock by a shareholder, (2) certain
distributions in complete liquidation under section 331, (3) certain
distributions in complete liquidation under section 333, and (4) cer-
tain sales or exchanges of property by the corporation following the
adoption of a plan of complete liquidation. If the proper circum-
stances exist, then the corporation will be considered not to be a col-
lapsible corporation solely for purposes of the transactions mentioned
in the preceding sentence. Thus, the new subsection merely provides
rules under which a corporation may avoid being classified as col-
lapsible; it-will never result in causing a corporation to be classified
as collapsible.
Paragraph (1) of the new subsection applies to certain sales or ex-

changes of stock by a shareholder. The paragraph does not apply un-
less the shareholder making a sale or exchange is able to satisfy a test
based on the relationship between the net unrealized appreciation in so-
called subsection (e) assets and corporate net worth. The test has
three aspects. First, under subparagraph (A), it is necessary to com-
pute the net unrealized appreciation in subsection (e) assets held by the
corporation. Generally speaking, these are assets which, if sold by the
corporation or any shareholder owning more than 20 percent in value of
the corporation's outstanding stock, would give rise to ordinary income
or to an ordinary loss (the term "subsection (e) asset" is described
more fully in a subsequent portion oflthis report). Second, under
subparagraph (B), if the shareholder owns more than 5 percent in
value of the corporation's outstanding stock, it is necessary to compute
the not unrealized appreciation in assets of the corporation which
would be subsection (e) assets if the particular shareholder owned
more than 20 percent in value of the corporation's outstanding stock.
Finally, under subparagraph (C), if the shareholder owns more than
20 percent in value of the corporation's outstanding stock, it is neces-
sary to compute the net unrealized appreciation in assets of tile corpo-
ration which would be subsection (e) assets if the shareholder'i own-
ership of stock in certain other corporations were taken into account.
Under clause (i) of subparagraph (C), any sale or exchange by

tlhe shareholder of stock in any other corporation is treated as a sale
or exchange by thlie shareholder of his l)roportionate share of such
other corporation's assets, provided (1) the shareholder owns, or at
any time during the 3-year period preceding such sale or exchange
owned, more than 20 percent in value of such other corporation's
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outstanding stock, (2) at the time of such sale or exchange the share-
holder owned more than 20 percent in value of such other corpora-
tion's outstanding stock, and (3) more than 70 percent in value of
the assets of such other corporation are, or were at any time during
which such shareholder owned (during the 3-year period) more than
20 percent in value of the outstanding stock, assets similar or related
in service or use to assets of the corporation comprising more than
70 percent in value of such assets. Moreover, under clause (ii) of
subparagraph (C), any sale or exchange of property by such other
corporation within such 3-year period (provided at the tinie of such
sale or exchange the stockholder owned more than 20 percent in value
of such other corporation's outstanding stock) is treated as a sale or
exchange by the shareholder of his proportionate share of the prop-
erty sold or exchanged, if gain or loss on such sale or exchange was
not recognized to the other corporation under section 337 (a). As
a result of subparagraph (C), a particular shareholder's relationship
to other corporations in which he owns or owned a significant interest
and which hold or held assets similar to those held by the corporation
whose stock is being sold or exchanged is taken into account, under
the circumstances described above, in determining whether the share-
holder is a dealer in assets of the latter corporation. However, such
relationship is not taken into account in determining whether other
shareholders qualify under the exception contained in paragraph (1).
Paragraph (1) of the new subsection does not apply if the sum of

the amounts determined under subparagraphs (A), (B), and (C)
exceeds an amount equal to 15 percent of corporate net worth. The
test is applied as of the time of any sale or exchange.
A sale or exchange of stock to the issuing corporation cannot qualify

under paragraph (1). Thus, stock redemptions (including distribu-
tions in complete or partial liquidation) cannot qualify under para-
graph (1). Moreover, in the case of a shareholder who owns more than
20 percent in value of a corporation's outstanding stock, the paragraph
does not apply to any sale or exchange of stock to a related person
as defined in paragraph (8).
Paragraph (2) of the new subsection applies to certain distributions

pursuant to a plan of complete liquidation in cases where, by reason
of paragraph (4), section 337 (a) applies to sales or exchanges of
property by the liquidating corporation. Paragraph (2) applies
regardless of whether, by reason of paragraph (4), section 337 (a)
applies to all or merely to some of such sales or exchanges. Paragraph
(2) applies only if the shareholder receiving a liquidating distribu-
tion is able to satisfy the same tests (based on the relationship between
net unrealized appreciation in subsection (e) assets and net worth)
which a shareholder must meet who sells or exchanges stock under
paragraph (1). These tests must be satisfied at all times after the
adoption of the plan of complete liquidation.
Paragraph (3) of the new subsection applies to distributions in

complete liquidation under section 333 and provides that a corporation
will not be considered a collapsible corporation for purposes of section
333 (notwithstanding the parenthetical clause in the first sentence
of sec. 333 (a)) if, at all times after the adoption of the plan of liqui-dation, the net unrealized appreciation in subsection (e) assets of the
corporation does not exceed 15 percent of corporate net worth. Un-
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like the test in paragraphs (1) and (2), the test in paragraph (3)
is never made on a shareholder-by-shareholder basis. That is, either
all of the shareholders can qualify under paragraph (3) for section 333
treatment or none of them can qualify.
Paragraph (4) of the new subsection provides that under certain

circumstances a corporation will not be considered a collapsible corpo-
ration for purposes of section 337 (despite the provisions of sec. 337
(c) (1) (A)) with respect to sales or exchanges of property within
the 12-month period beginning on the date of the adoption of a plan
of complete liquidation. The paragraph applies only if the following
conditions are satisfied: (1) At all times after the adoption of such
plan, the net unrealized appreciation in subsection (e) assets does not
exceed 15 percent of corporate net worth; (2) within the 12-month
period following adoption of the plan the corporation sells substan-
tially all of the properties held by it on the date of such adoption; and
(3) no distribution is made of any property which in the hands of the
corporation or in the hands of the distributes is property in respect of
which a deduction for exhaustion, wear and tear, obsolescence, amorti-
zation, or depletion is allowable. Thus, if following the adoption of a
plan of complete liquidation a corporation distributes any- property
in respect of which a deduction of the type mentioned in the preceding
sentence is allowable, none of the sales or exchanges of property dur-
ing the 12-month period following adoption of the plan can qualify
for nonrecognition treatment under section 337 (a).
Paragraph (4) does not apply to-eliminate the corporate tax on any

sale or exchange of property by a corporation to any shareholder who
owns more than 20 percent in value of the corporation's outstanding
stock or to any person related to such a shareholder within the meaning
of paragraph (8), if such property in the hands of the corporation or
in the hands of the purchaser is property in respect of which a deduc-
tion for exhaustion, wear and tear, obsolescence, amortization, or deple-
tion is allowable.
Paragraph (5) contains the definition of a subsection (e) asset.

Subparagraph (A) defines the term for purposes of paragraph (1)
(relating to sales or exchanges of stock), paragraph (2) (relating to
distributions in complete liquidation), and paragraph (4) (relating
to sales or exchanges of property by a corporation within the 12-month
period following the adoption of a plan of complete liquidation).
Clause (i) of subparagraph (A) includes property of the corporation
(except property used in the trade or business as defined in paragraph
(9)), which, in the hands of the corporation, is property gain from
the sale or exchange of which would be considered in whole or in part
as gain from the sale or exchange of property which is not a capital
asset, or, which in the hands of any shareholder who owns more than
20 percent in value of the corporation's outstanding stock, would be
property gain from the sale or exchange of which would be consid-
ered as gain from the sale or exchange of property which is neither
a capital asset nor property described in section 1231 (b). For ex-

ample, if a corporation holds securities for investment and if a 21-
percent shareholder is a dealer in securities, the securities would be
considered subsection (e) assets under subparagraph (A) (i).

Clause (ii) of subparagraph (A) includes property used in the
trade or business if there is net unrealized depreciation on all such
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property considered in the aggregate. As a result of clause (ii) the
net unrealized depreciation on property used in the trade or business
will offset any appreciation on other subsection (e) assets for the pur-
pose of determining whether net unrealized appreciation on all sub-
section (e) assets exceeds 15 percent of net worth.

Clause (iii) of subparagraph (A) includes property used in the
trade or business only if there is net unrealized appreciation on all
such property considered in the aggregate and only to the extent that
any such property in the hands of a shareholder who owns more
than 20 percent in value of the corporation's outstanding stock would
be property gain from the sale or exchange of which would be con-
sidered in whole or in part as gain from the sale or exchange of
property which is neither a capital asset nor property described
in section 1231 (b). For example, if the only section 1231 (b)
assets of the corporation are houses held for rental purposes upon
which there is net unrealized appreciation and if a 21-percent share-
holder is a dealer in houses, the houses would be considered subsec-
tion (e) assets under subparagraph (A) (iii).

Clause (iv) of subparagraph (A) includes property (if not in-
cluded under clauses (i), (ii), or (iii)) which consists of a copyright,
a literary, musical or artistic composition, or similar property, or any
interest in any such property, if the property was created in whole
or in part by the personal efforts of any shareholder who owns more
than 5 percent in value of the corporation's outstanding stock. For
example, the rendering of services with respect to a motion-picture
production would be included within the term "personal efforts."
Subparagraph (B) of paragraph (5) defines the term "subsection

(e) asset" for purposes of paragraph (3) (relating to recognition of
gain in liquidations under section 333). The definition of "subsection
(e) asset" under subparagraph (B) is identical to the definition of the
term under subparagraph (A), except that clauses (i) and (iii) of
subparagraph (A) apply to any shareholder who owns more than 5
percent in value of the outstanding stock.
The determination under paragraph (5) (A) as to whether prop-

erty in the hands of the corporation is, or in the hands of a shareholder
would be, property gain from the sale or exchange of which would
be considered in whole or in part as gain from the sale or exchange
of property which is neither a capital asset nor property described
in section 1231 (b), is made as if all property of the corporation had
been sold or exchanged to 1 person in 1 transaction. For example,
if a corporation owns interests in oil or gas wells and has entered into
a long-term contract for the future delivery of gas, the ownership of
which will pass to the buyer only after extraction or severance, then
the determination whether such contract is a subsection (e) asset shall
be made as if the contract were sold or exchanged to 1 person in 1
transaction together with the corporation's interests in tlhe wells.
Thus, where the corporation's interests in the oil or gas wells are not
subsection (e) assets, the contract will also not be a subsection (e)
asset.
Paragraph (6) defines certain terms used elsewhere in the new sub-

section. Subparagraph (A) defines "net unrealized appreciation";
subparagraph (B) defines "unrealized appreciation"; and subpara-
graph (C) defines "unrealized depreciation." Subparagraph (D)
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provides a special rule for any asset on the sale or exchange of which
only a portion of the gain would be taxed as ordinary income and the
remainder would be taxed as capital gain. In the case of such an asset,
there is taken into account for purposes of paragraph (6) (but not for
purposes of par. (5) (A)) only an amount of the unrealized apprecia-
tion in such asset which is equal to the portion of the gain which
would be taxed as ordinary income on a sale or exchange of the asset.
Paragraph (7) defines "net worth." For the purpose of computing

the net worth of a corporation as of any day, the amount of all prior
distributions (at fair market value on the date of any distribution)
in complete liquidation is taken into account. This means that prior
distributions in complete liquidation will not cause a failure to meet the
15-percent test. Under paragraph (7) the net worth as of any day
will not take into account any amount received during the preced-
ing 1-year period for stock of the corporation, as a contribution to
capital, or as paid-in surplus, if it appears that there was not a bona

-fide business purpose for the transaction in which the amount was
received. For example, if a corporation, in anticipation of adopting
a plan of complete liquidation, sells its stock or receives a contribution
from its shareholders within such 1-year period to enable the corpora-
tion to meet the 15-percent test, the amount received on the sale or
contribution will not be taken into account in determining net worth
for a 1-year period after such sale or contribution.
Paragraph (8) describes those persons considered to be related to a

shareholder to whom sales of stock or property will not qualify
under paragraphs (1) and (4), respectively. The rules of paragraph
(8) apply only in the case of a shareholder who owns, or is considered
as owning, more than 20 percent in value of the corporation's outstand-
ing stock. Related persons include an individual's spouse, ancestors,
and lineal descendants, and any corporation which is controlled by
such individual. If the shareholder is a corporation, related persons
include a corporation which controls or is controlled by the share-
holder; and, in cases where more than 50 percent in value of the share-
holder's outstanding stock is owned by 1 person, any other corpora-
tion more than 50 percent in value of the outstanding stock of which
is owned by the same person. "Control" means ownership of stock
possessing either at least 50 percent of the outstanding voting power
or at least 50 percent of the total value of all outstanding stock.
Paragraph (9) contains the definition of "property used in the

trade or business." For purposes of the new subsection, the term
means property described in section 1231 (b) without regard to any
holding period.
Paragraph (10) provides rules for determining the ownership of

stock. These rules are applicable in determining whether a person
owns more than 20 percent in value of a corporation's outstanding
stock for purposes of paragraphs (1) (C) and (2) (C) and clauses
(i) and (iii) of paragraph (5) (A), for purposes of the last sentence
of paragraph (1), and for purposes of the last sentence of paragraph
(4). The rules are also applicable in determining whether a person
owns more than 5 percent in value of a corporation's outstanding stock
for purposes of paragraphs (1) (B), (2) (B), (5) (A) (iv), and
(5) (B).
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The amendment made by section 22 applies to taxable years begin-

ning after December 31, 1957, but only to sales, exchanges, and dis-
tributions after the date of enactment of the bill.

SECTION 28. CERTAN ACQUISITIONS OF STOCK

Section 23 of the bill, except for a date change, is identical with
section 18 of the House bill. This section adds a new sentence to
section 391 (relating to effective date of certain provisions of the 1954
Code with respect- to distributions by corporations) to make the pro-
visions of the 1939 Code applicable to property received on acquisi-
tions of stock described in section 304 (relating to redemption through
use of related corporations) of the 1954 Code which occurred either
before June 22, 1954, or on or before December 31, 1958, if pursuant
to a contract entered into before June 22, 1954. The amendment
provides that the extent to which property received in return for such
acquisition shall be treated as a dividend shall be determined as if
the 1939 Code continued to apply in respect of such acquisition and
as if the 1954 Code had not been enacted. The amendment is made
applicable as if included in section 391 on the date of enactment of
the 1954 Code.

SECTION 24. TAXATION OF EMPLOYEE ANNUITIES

This section of the bill, which corresponds to section 19 of the
House bill, amends sections 403, relating to employee annuities; 101
(b), relating to employee death benefits; and 2039 (c), relating to
exemption of annuities under certain trusts and plans, of the 1954
Code. This section also amends section 2517 of the 1954 Code (relat-
ing to the gift-tax treatment of certain annuities under qualified
plans) which is added to the code by section 72 of the bill.
Employee annuities

Section 403 (a) (1) of the 1954 Code, which provides tax deferment
in the case of certain employee annuities, is amended (by subsec. (b)
of sec. 24 of the bill) in two respects. First, there is eliminated the
former provision which extended deferred-tax treatment to annuities
purchased for employees by employers described in section 501 (c) (3)
of the 1954 Code (relating to charitable, educational, etc., organiza-
tions) and exempt under section 501 (a), when such contracts are
not purchased under a qualified plan. This provision is eliminated
from section 403 (a) (1) for the reason that annuities purchased by
such employers are dealt with in a new section 403 (b). Secondly,
the deferred-tax treatment is made applicable to plans which meet the
requirements of section 404 (a) (2), instead of to plans with respect to
which the contributions are deductible under section 404 (a) (2).
Existing law has been administratively interpreted to hold that, if a
tax-exempt employer establishes a qualified plan, his employees are
entitled to the deferred-tax treatment, and this change merely makes
clear that such rule will continue to be- applied, notwithstanding the
other changes made in section 403.
Subsection (a) of section 24 of the bill reletters subsection (b) of

section 403 as subsection (c), and a new subsection (b) is added to
set forth the new rules to be applied to annuities purchased for
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employees of organizations described in section 501 (c) (3) of the
1954 Code and exempt under section 501 (a). This subsection does not
apply if the annuity contract is subject to subsection (a). Thus, if
an employer has established a plan which meets the requirements of
subsection (a), any annuity purchased pursuant to such a plan is not
subject to the new subsection (b) and its limitations. An annuity
contract purchased by an employer, described in section 501 (c) (3)
and exempt under section 501 (a), for an employee will be subject to
the new section 403 (b) either where the employer does not have a plan
meeting the requirements of section 403 (a), or where the annuity is
purchased in addition to any annuities purchased under such a plan.
The exclusion provided by the new section 403 (b) becomes appli-

cable only when the employee would otherwise be taxable on the em-
ployer's contributions. If the employee's rights under the contract
are forfeitable at the time the contributions are made, he is not taxable
on the contributions at such time, so that this exclusion is not then
applicable. Paragraph (1) of the new section 403 (b) applies when
the employee's rights under the contract are nonforfeitable except for
failure tQ pay future premiums, and it provides that in such case any
contributions to purchase such an annuity are excludable from the
employee's gross income to the extent that they do not exceed the
exclusion allowance.
By virtue of paragraph (6) of the new section 403 (b) and of new

subsection (d) of section 403 (which is a committee amendment made
by subsection (c) of section 24 of the bill), the exclusion also becomes
applicable when an employee's rights change from forfeitable to non-
forfeitable. Existing law provides that if an annuity contract which
is not subject to section 403 (a) is purchased for an employee and his
rights under the contract are nonforfeitable except for failure to pay
future premiums, the employee is taxable on the contributions to pur-
chase such contract. This provision has been interpreted to mean
that if the employee's rights under the contract are forfeitable at the
time the contributions are made, he is not taxable until he receives
payments under the annuity contract. The House bill would have
amended section 403 (c), as relettered, by adding to it a sentence pro-
viding that the section was not to apply in respect of annuity con-
tracts purchased by an employer which is exempt from tax under
section 501 or 521. This amendment was intended to tax the employee
of such an employer, if the employee's rights were forfeitable when
contributions were made, at the time his rights changed from forfeit-
able to nonforfeitable on the value of the annuity contract at such
time, less any contributions that the employee had made.
The committee bill strikes the sentence added in the House bill to

section 403 (c), as relettered, and in subsection (c) of section 24 adds
a new subsection (d) to section 403. Except for relettering, section
403 (b) of present law is not changed under the committee bill. There-
fore, under section 403 (c), as relettered, as under existing section 403
(b), employer's contributions for nonforfeitable annuity contracts
which are not subject to section 403 (a) or (b) will be includible in
the employee's gross income when the employer's contributions are
made. Similarly, as under existing law, if an employee's rights under
a contract purchased by an employer which is not exempt under sec-
tion 501 (a) or 521 (a) are forfeitable at the time the contributions
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are made, the employee will not be taxable on such contributions until
he receives payments under the contract.
New subsection (d) has substantially the same effect that the

stricken House amendment to section 403 (c) would have had. Sub-
section (d) provides that if rights of an employee under an annuity
contract purchased by an employer which is exempt from tax under
section 501 (a) or 521 (a) change from forfeitable to nonforfeitable-
rights, the value of such contract on the date of such change (to the
extent attributable to amounts contributed by the employer after De-
cember 31, 1957) shall be included in the gross income of the employee
in the year of the change except as provided in new section 403 (b).
Amounts contributed by the employer until December 31, 1957, for
forfeitable contracts which become nonforfeitable during taxable
years beginning after December 31, 1957, are not taxed under new
subsection (d). The House bill would have had retroactive effect
in this respect and any amounts contributed by an employer would
have been taxable when the employee's rights under a contract changed
from forfeitable to nonforfeitalile. With this exception, new sub-
section (d) of section 403 has the same effect as did the House amend-
ment to section 403 (c). Paragraph (6) of the new section 403 (b)
provides that, for purposes of such section and section 72 (f), if an
employee's rights under an annuity contract change from forfeitable
to nonforfeitable and the contract becomes subject to new section 403
(b) as a result of such change, then the amount determined without
regard to the exclusion provided by subsection 403 (b) that is in-
cludible in the employee's gross income as a result of such change
shall be treated as a contribution by the employer to purchase such
contract.
Thus, if the rights of an employee under an annuity contract pur-

chased by an employer exempt under section 501 (a) or 521 (a) change
from forfeitable to nonforfeitable, and the employer is not described
in section 501 (c) (3) when the employee's rights change, then un-
der new section 403 (d) the employee includes in gross income in the
year of such change the value of the contract on the date of the change
to the extent such value is attributable to employer contributions made
after December 31, 1957. However, if at the time the employee's
rights change the employer is described in section 501 (c) (3) and is
exempt under section 501 (a), and if the annuity contract is not sub-
ject to section 403 (a), then the exclusion provided in section 403 (b)
applies to the amount includible under section 403 (d) in the em-
ployee's gross income as a result of the change. Under section 403
(b) (6) the amount ineludible in the employee's gross income under
section 403 (d) (determined without regard to the section 403 (b)
exclusion) is considered as an amount contributed by the employer
for such contract as of the time the, employee's rights change (and the
exclusion is computed on that amount).
The availability of th6 exclusion provided by the new section 403

(b) depends upon whether, at the time the contributions are made or
the employee's rights become nonforfeitable, the employer is an or-
ganization described in section 501 (c) (3) and exempt under section
501 (a). If an organization described in section 501 (e) (3) loses its
exemption under section 501 (a) for any year, the exclusion allow-
ance provided by the new section 403 (b) will not apply for such
year.
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Any contributions (including amounts treated as contributions by
the new section 403 (b) (6)) to purchase an annuity contract to which
the new section 403 (b) applies are generally includible in gross in-
come under section 61 to the extent that they do not come within the
exclusion of section 403 (b).
The new section 403 (b) provides further that when an employee

receives payments under an annuity contract subject to such section,
such payments are taxable under section 72 of the 1954 Code, except
that section 72 (e) (3) (relating to limit on amount of tax attributable
to receipt of lump sums) shall not apply. In determining the invest-
ment in the contract under section 72, section 72 (f) will be applicable.
It provides that only the employer contributions which were includible
in gross income or which would not have been includible in gross
income if paid directly to the employee are to be treated as part of
the investment in the contract. Thus, any contributions which are
excludable under new section 403 (b) are not to be treated as part of
the employee's investment in the contract.
ExClusiofn allowance
The exclusion allowance for any taxable year is determined by multi-

plying 20 percent of the employee's includible compensation by the
number of his years of service. Includible compensation is defined
to mean the compensation which he receives from an employer de-
scribed in section 501 (c) (3) and exempt under section 501 (a).
It does not, therefore, include any compensation which he may receive
from any other person. The amount of the includible compensation
is determined by reference to the amount of such compensation which
the employee must include in his gross income. However, the amount
of the includible compensation is to be determined without regard to
the exclusions provided by sections 105 (d) and 911 of the 1954 Code.
Thus, his includible compensation will include any sick pay that he
receives even though such sick pay is excludable in whole or in part
under section 105 (d), and will include any income which he earns
abroad even though it is subject to the exclusion of section 911. The
includible compensation is to be determined without regard to any
contributionllS to purchase the, annuity to which the new section 403 (b)
is applicable, whether or not such contributions are excludable under
such section. Consequently, even where the contributions to purchase
the annuity contract exceed the exclusion provided by section 403 (b),
such excess contributions are not to be taken into consideration in
computing includible compensation for purposes of such section.
The amount of the includible compensation which is taken into

consideration in computing the exclusion allowance is the amount of
suCchi compensation received for the most recent period (ending not
later than the close of the taxable year-of the employee) which con-
stitutes a full year of service. For the full-time employee, this means
the amount of includible compensation which he receives for the tax-
able year. .For the part-time employee, it means that lie will aggre-
gate his most recent periods of part-time employment until they con-
stitute a full year of service. For example, if an employee works
for the employer half time through the year and receives an annual
salary of $4,000, the exclusion allowance for the first year of such
employment is 20 percent of $4,000, but for the second year of such
employment, the exclusion allowance is based upon includible com-
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pensation of $8,000. The period during which the includible com-
pensation is received shall not end later than the close of the taxable
year for which the exclusion allowance is determined but such period
may end at any time before the close of such taxable year and may
even end before the beginning of such taxable year. Accordingly,
an exclusion allowance for the taxable year 1960 may be based upon
the includible compensation which the employee received for 1958
if 1958 is the most recent period during which the employee received
includible compensation. This type of situation may occur, for ex-
ample, in a terminal funding arrangement.
The amount so ascertained is then multiplied by the number of

years of service, but in no case shall such amount be multiplied by less
than 1. For this purpose, each full year in which the employee was
a full-time employee of the organization shall be considered as 1 year
of service. In determining what constitutes a full year of employ..
ment and what constitutes full-time employment it will be necessary
to consider the nature of the employment and the periods normally
worked by individuals engaged in such employment. For example, in
the case of doctors who normally work throughout the 12 months of
the year, except for a vacation period of a month or so, 11 months' work
would be considered a full year of employment, but a member of the
academic staff of a college or university will be considered to have
worked a full year if he teaches for the full academic year of approxi-
mately 9 months. Whether a teacher is working full time will gen-
erally depend upon his workload as compared to the workload nor-
mally carried by the full-time members of the faculty. In addition,
each part of a year in which the individual was a full- or part-time em-
ployee of the organization, and each full year in which he was a part-
time employee, shall be considered as a part of a year of service, but
the determination of how much consideration shall be given to such
part-time employment shall be based upon the regulations to be pre-
scribed by the Secretary or his delegate.
The exclusion allowance so computed shall, however, be reduced by

any amounts which were contributed to purchase an annuity for the
employee and which were excludable for any taxable year prior to the
taxable year for which the exclusion allowance is determined. Thus,
for example, there must be a reduction in the exclusion allowance on
account of any prior contributions that were excludable under this new
provision or under the special provision of prior law relating to the
purchase of annuities by organizations described in section 501 (c) (3)
and exempt under section 501 (a), or that were excludable because they
were contributions under a qualified annuity plan, or because the em-
ployee was not taxable at the time forfeitable rights became nonfor-
feitable.
The computation of the exclusion allowance may be illustrated by

the following example:
E became an employee of X on January 1, 19579 and continued as a

full-time employee of X through the years 1957, 1958, and 1959. He
received includible compensation in the amount of $10,000 for 1957,
$11,000 for 1958, and $12,000 for 1959. X is an organization described
in section 501 (c) (3) and for the years 1957, 1958, and 1959 exempt
under section 501 (a). In 1957, X commenced to purchase for E an-
nuity contracts under which E's rights are nonforfeitable. X paid
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as premiums for such contracts $2,000 in 195?, $2,400 in 1958, and
$2,800 in 1959. The $2,000 premium paid in 1957 is not subject to this
amendment and was excludable under section 403 (a) (1). E's ex-
clusion allowance for 1958 is determined in the following manner:
First, 20 percent of his includible compensation for 1958 is $2,200.
Secofndly, $2,200 times his years of service, 2, is $4,400. Finally,
$4,400 less any contributions excludable in a prior year, $2,000, leaves
$2,400. Accordingly, the $2,400 premium paid in 1958 is entirely ex-
cludable. E's exclusion allowance for 1959 is determined in the fol-
lowing manner: First, 20 percent of his includible compensation is
$2,400. Secondly, $2,400 times his years of service, 3, is $7,200. Fin-
ally, $7,200 less any contributions excludable in prior years, $4,400,
leaves $2,800. Accordingly, the $2,800 premium paid in 1959 is en-
tirely excludable.
The amendments made by subsections (a), (b), and (c) of section

24 of the bill are applicable to taxable years beginning after Decem-
be? 31, 1957. Any contributions which are made (including amounts
treated as contributions under the new section 403 (b) (6)) during a
taxable year beginning after December 31, 1957, to purchase an
annuity contract subject to the new section 403 (b) will generally be
includible in gross income except to the extent of the exclusion pro-
vided by such section.
Death benefit exclusion

Subsection (d) of this section is a committee amendment to section
101 (b) (2) (B) of the 1954 Code relating to certain death benefits.
Under existing law, section 101 (b) provides that amounts received

by the beneficiaries or the estate of an employee which are paid by or
on behalf of the employer because of the employee's death are not in-
cludible in gross income. With respect to the death of any employee
however, this exclusion is limited to $5,000. Paragraph (2) (B) of
section 101. (b) excepts from the exclusion amounts with respect to
which the employee, immediately before his death, possessed a non-
forfeitable right to receive the amounts while living. Under the
paragraph, ho~wver, total distributions payable (defined. in sec. 402
(a) (3)) which are paid by an employee's trust described in section
401 (a) and exempt under section 501 (a) or under an annuity contract
under a qualified annuity plan to a distributee within 1 taxable year
of the distributed because of the employee's death are subject to the
exclusion.

Subsection (d) of section 24 of the bill amends section 101 (b) (2)'
(B) by providing that the death benefit exclusion shall also apply to
the total distributions payable under an annuity contract purchased by
an employer which is an organization referred to in section 503 (b)
(1), (S2), or (3), (relating to certain religious, educational, and public
organizations) and exempt under section 501 (a). The exclusion ap-
plies only to that; portion of such total distributions payable which
bears the same ratio to the amount of the total distributions payable
which is includible in gross income (determined without regard to
section 101 (b)) as the amounts contributed by the employer for the
annuity contract which are excludable from gross income under new
section 403 (b) bear to the total amounts contributed by the employer
for such contract. For purposes of section 101 (b), the death benefit
payments provided by the employer less the amounts contributed, or
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deemed contributed, by the deceased employee are the total distribu-
tions payable which are subject to section 101 (b). Thus, if the total
death benefit payable to a distribute is $10,000, of which the employee
has made contributions of $1,000 and has included $2,000 of the em-
ployer's contributions in gross income, then, $7,000 is considered as the
total distribution payable which is subject to section 101 (b). If, in
this case, the actual amount contributed by the employer was $6,000,
and of this amount $4,000 is excludable under section 403 (b), then
the death benefit exclusion would be $4,667, since $4,667 is to $7,000
(total distributions payable includible in gross income without regard
to the death benefit exclusion) as $4,000 (employer contributions for
annuity contract excludable from gross income under sec. 403 (b)) is
to $6,000 (total amounts contributed by the employer for such con-
tract). In no case can the death benefit exclusion under section 101
(b) exceed $5,000.
The amendments made by subsection (d) of section 24 are applicable

for taxable years beginning after December 31, 1957.
Estate-tax eaclusion

Subsection (e) of section 24 of the bill is a committee amendment
to section 2039 (c) of the 1954 Code, relating to the exclusion of certain
annuities from the gross estate. Section 2039 (c) presently provides
an exclusion from the gross estate for the value of an annuity or other
payments receivable by a beneficiary (other than the executor) un-
der certain plans qualified under section 401 (a). However, the ex-
clusion does not apply to that part of the value of such annuity or
other payment attributable to payments or contributions made by the
decedent in the proportion that the total payments or contributions
made by the decedent bears to the total payments or contributions
made.

Subsection (e) of section 24 of the bill amends section 2039 (c)
by adding to that section a new paragraph (3). This amendment
makes the gross-estate exclusion provided for in section 2039 (c)
applicable to the value of an annuity or other payment receivable
under a retirement-annuity contract described in new paragraph (3).
,Such a contract is one purchased for an employee by an employer
which is an organization referred to in section 503 (b) (1), (2), or (3),
and which is exempt from tax under section 501 (a). The value of the
retirement-annuity amounts which are payable under such a con-
tract after the decedent's death and which are attributable to pay-
ments or contributions by the decedent is not subject to the gross-
estate exclusion in the proportion that the decedent's total payments
or contributions bears to total payments or contributions made. This
is the same rule that is applied presently under section 2039 (c) to
the value of amounts payable under plans now described in section
2039 (c), and attributable to the decedent's payments or contributions.
For purposes of retirement-annuity contracts described in new para-.
graph (3), contributions or payments made by the decedent's em-
ployer or former employer toward the purchase of such an annuity
contract are not considered to be contributed by the decedent to the
extent that such contributions or payments are excludable from gross
income under section 403 (b).
The amendments made by subsection (e) of section 24 are applicable

with respect to estates of decedents dying after December 31, 1957.
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Gift-tax exclusion
Subsection (f) of section 24 of the bill is a committee amendment to

section 2517 (relating to the gift-tax treatment of certain annuities)
which is added to the 1954 Code by section 72 of this bill. New sec-
tion 2517 is the gift-tax provision comparable to the estate-tax provi-
sion of section 2039 (c) of the 1954 Code which is amended by sub-
section (e) of section 24 of the bill. Under section 2517 (a), the exer-
cise or nonexercise by an employee of an election or option whereby an
annuity or other payment will become payable to any beneficiary at
or after the employee's death, is not considered a transfer subject to
the gift tax if the option or election and annuity or other payment
is provided for under certain plans qualified under section 401 (a).
Under section 2517 (b), if an annuity or other payment subject to sec-
tion 2517 (a) is attributable to payments or contributions by the
employee, then that part of the value of such annuity or other pay-
ment which bears the same proportion to the total value of the an-
nuity or other payment as the total payments or contributions by the
employee bear to the total payments or contributions made is con-
sidered a transfer subject to the gift tax. A former employee is con-
sidered as an employee for purposes of section 2517.

Subsection (f) of this section amends the new section 2517 (a) so
that the provisions of new section 2517 (a) and (b) are also applicable
to retirement-annuity contracts described in a new paragraph (3) of
section 2517 (a). A contract is described in that paragraph if it is
purchased by an employer which is an organization referred to in sec-.
tion 503 (b) (1), (2), or (3), and which is exempt under section
501 (a).Subsection (f) also amends new section 2517 (b). The amendment
provides that, in determining under section 2517 (b) an employee's
contributions or payments to find the value of the annuity or other
payment to which section 2517 (a) does not apply, payments or con-
tributions by the employee's employer or former employer toward the
purchase of a retirement contract described in new paragraph (3) of
section 2517 (a) shall be considered to have been made by the em-
ployee to the extent that such payments or contributions are not ex-
cludable from gross income under section 403 (b).
The amendments made by subsection (f) of section 24 are applicable

to calendar years after 1957.

SECqTION 25, CONTRIBUTIONS OF EMPLOYER TO EMPLOYEES' TRUST
OR ANNUITY PLAN

This section, which is identical with section 20 of the House bill,
amends section 404 (a) of the 1954 Code (relating to the deduction
of employer contributions to certain employees trusts and annuity
plans, etc.) by inserting punctuation. The amendment makes no sub-
stantive change in the section.

SECTION 26. EMPLOYEE STOCK OPTIONS GRANTED BY PARENT OR
SUBSIDIARY CORPORATION

Section 26 of the bill, which is identical with section 21 of the House
bill, amends section 421 (a) of the 1954 Code (relating to employee
stock options) to add at the end thereof a new sentence to be appli-
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cable in determining whether an individual, who is an employee of a
parent or subsidiary corporation of the corporation which granted
him an option or which issued or assumed the option under section
421 (g), meets the employment requirements of such section.
The problem may be illustrated by tlhe situation where P corpoea-

tion, which owns all of the stock of S corporation, grants a restricted
stock option to E, an employee of S corporation. Section 421 (d) (1)
of the 1954 Code, which defines the term "restricted stock option,"
makes clear that the special tax treatment provided l)y section 421
was intended to apply when an option is granted to an employee of a
parent or subsidiary corporation in accordance witll the requirements
of such section, but, because of the definitions of "parent corporation"
and "subsidiary corporation" in section 421 (d) (2) and (3), such an
employee is unable to meet the employment, requirements of section
421 (a). Under section 421 (a), an individual is niot entitled to the
special tax treatment of section 421 unless lie is at the time he exer-
cises the option an employee of the corporation whicll granted the
option or of a parent or subsidiary corporation of sucll corporation,
or ihas been an employee of any of such corporations within 3 months
before such time. Whether a corporation is a parent. corporation or
subsidiary corporation under section 421 (d) (2) and (3) is determined
with respect to whether such corporation is a l)a'relt or subsidiary of
tlie employer corporation, and, accordingly, the employer corporation
cannot constitute a parent corporation or subsidiary corporation
within such definitions. Hence, although E continues to be employed
by S corporation, lihe does not meet thle employment requirements of
section 421, since S corporation does not constitute a subsidiary
corporation within the meaning of section 421 (d) (3). A similar
problem arises when an option is issued or assumed in a transaction
to which section 421 (g) applies by a corporation whiichl is a parent or
subsidiary of the employer corporation.
The new sentence provides that for thle purpose of determining

whether an individual is or has been an employee of a parent or sub-
sidiary corporation of the corporation which granted the option or
wliicli issued or assumed the option under section 421 (g), the term
"employer corporation" as used in section 421 (d) (2) and (3) shall
I)e read as "grantor corporation" or "corporation issuing or assuming
a stock option in a transaction to which subsection (g) is applicable,"
as the case may be.
Thus, for purposes of the employment requirements, the determina-

tion of whether a corporation is a parent corporation or subsidiary
corporation is based on whether the corporation is a parent or sub-
sidiary of the grantor corporation or of a corporation which issued or
assumed an option under section 421 (g). When the definition of
"subsidiary corporation" is applied in this manner, S corporation is
a subsidiary corporation, and E meets the employment requirement.
Under section 1 (c) of the bill, the amendment made by section 26

of tile bill is applicable to taxable years beginning after December 31,
1953, and ending after August 16, 1954.

SECTION 27. VARIABI.LE PRICE RESTRICTED STOCK OPTIONS

Section 27 of the bill, except for a change int tlhe effective (late, is
identical with section 22 of the House bill. 'luis, section amends
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section 421 of the 1954 Code (relating to employee stock options) to
provide a new definition of the term "variable price option." The
provisions relating to the definition of such term, which in the present
law appear in section 421 (d) (1) (A) (ii), are stricken, and a new
definition is set forth in a new paragraph (7) which is added to
section 421 (d).

Paragraph (7) provides that the term "variable price option" means
an option under which the purchase price of the stock is fixed or
determinable under a formula in which the only variable is the fair
market value of the stock at any time during a period of 6 months
which includes the time the option is exercised; except that, in the
case of options granted after September 30, 1958, such term does not
include any such option in which such formula provides for deter-
mining sucI price by reference to the fair market value of the stock
at any time before the option is exercised- if such value may be greater
than the average fair market value of thle stock during the calendar
month in which the option is exercised. In the case of options
granted before October 1, 1958, this definition does not differ from
the present law, and such options are not affected by this amendment,
unless they are modified so that they are considered to be granted
after September 30, 1958.

Options granted, or considered granted, after such date are subject
to a new and further limitation if the option provides for determining
the option price by reference to the fair market value of the stock at
any time before the option is exercised. A restricted stock option
having a variable price formula may provide for determining the option
price by reference to the fair market value of the stock at the time the
option is exercised or-at any time during a period of 6 months which
begins on the day the option is exercised, at any time during a period
of 6 months which ends on such day, or at any time during any other
6-month period which includes such day. Only the options which take
into consideration the fair market value of the stock at a time before
the day on which the option is exercised are subject to tlhe new limita-
tion, but such anl option is subject to such limitation whether the prior
value with respect to which tile option price may be computed is the
fair market value of tlhe stock at a time during the month in which
the option is exercised or during an earlier time within the 6-month
period. Restricted options may, moreover, contain price formulas
which take into consideration, in addition to the value of the stock,
other factors, such as a maximum an(d a minimum price. An option
containing a pricing formula whichll takes into consideration tho value
of tlihe stock at any time before the option is exercised is subject to
the new limitation, even though tlhe option price is not actually based
upon such prior fair market value either at tlhe time tlhe option is
exercised or at the time the option price is compluted as it it were
exercised for tlhe, purpose of applying tlhe 85 percent test of section 421
(d) (1) (A). In other words, whether an option is subject to the new
limitation is determined by reference to the terms of tho option, and
the circumstances existing at the time the option is granted or exercised
are immaterial for purposes of sucll new limitation.

Similarly, whether an option subject to the new limitation is to be
treated as a restricte(l stock option is determinedd solely by reference
to the terms of the option. If under the terms of an ol)tionl the price
is to be (determine(l by reference to the fair market value of the stock
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at a time before the option is exercised, whether such value is higher
or lower than the average fair market value of the stock during the
mollth the option is exercised, such option will not be considered a
restricted stock option since the option price may be based upon the
prior value of the stock when such value exceeds the average fair
market value of the stock during the month the option is exercised.
However, if an option provides for determining the option price by
reference to a prior fair market value of the stock which is lower than
such average value of the stock, such option can qualify a's a restricted
stock option. For example, an option providing that the option price
is to be 90 percent of the average value of the stock during the month
the option is exercised or the average value of the stock during the
preceding month, whichever is lower, can qualify. On the other hand,
an option providing that the option price is to be 45 percent of the
fair market value of the stock 30 days before the date on which the
option is exercised, but not more than $85, cannot qualify since under
this formula the price may be determinable by reference to a higher
prior value. The only way that a. variable price option which provides
for determining the option price by reference to the fair market value
of the stock at a time before the option is exercised can come within
the new definition is to provide that the option price is to be deter-
minable by reference to such fair market value only if such fair market
value is not greater than the average fair market value of the stock
during the month in which the option is exercised.
In applying paragraph (7), thle average faith market value of the

stock during the month in which the option is exercised loans such
value during the calendar month the option is exercised and not
merely during a 30--or 31-day period including the time the option is
exercised. To compute the average fair market value of the stock for
tlhe month, it will be necessary to ascertain the fair market value of
the stock for each day during the month, including those days which
are not business days. In ascertaining the fair market value of the
stock for each day, the generally accepted principles for ascertaining
suct) value will be applied.

Th'le amendments made by section 27 of the bill are to apply to
taxable years ending after September 30, 1958.

SECTION 28. TRANSFERS OF INSTALLMENT OBLIGATIONS TO CONTROLLED
INSURANCE COMPANIES

Section 28 of the bill, except for the change in the effective date, is
identical to section 23 ofThe House bill.
Subsection (a) of section 28 of the bill adds a new paragraph (5)

to section 453 (d) of the 19o54 Code (relating to gain or loss on dispo-
sition of installment; obligations). This new paragraph denies the
tax-free transfer of installment obligations, which otherwise is pro-
vided in subtitle A of the 1954 Code with respect to any gain resultingunder section 453 (d) (1), in situations where an installment obliga-
tion is disposed of by any person (other than a life insurance company
ars defined in sec. 801 (a) of the code) to such an insurance company
or to a partnership of which such an insurance company is a partner.New paragraph (5) further provides that if a corporation which is
a life insurance company for the taxable year was, for the preceding
taxable year, a corporation which was not such a life insurance corm-
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pany, such corporation shall (for the purpose of par. (1) of sec. 453
(d) and new par. (5)) be treated as having transferred to a life insur-
ance company on the last day of the preceding taxable year all install-
ment obligations which it held on such last day.
The effect of the preceding provision can be illustrated by the

following example: The M corporation was not a life insurance com-
pany for the taxable year 1958, and on December 31, 1958, held $60,000
of installment obligations. During 1959, the M corporation qualified
for the taxable year as a life insurance company as defined in section
801 (a). For purposes of new paragraph (5), the M corporation is
treated as having transferred to a life insurance company on Decem-
ber 31, 1958, all installment obligations which it held on that day.

Similarly a partnership, of which a life insurance company becomes
a partner, shall be treated (for purposes of pars. (1) and (5) of sec.
453 (d)) as having transferred to a life insurance company on the last
day of the preceding taxable year of the partnership all the install-
ment obligations which it holds at the time the life insurance company
becomes a partner even though the composition of the partnership
may otherwise have changed since the end of the preceding year.
*The amendment made by section 28 of the bill is to apply to taxable

years ending after December 31, 1957, but only as to transfers or other
dispositions of installment obligations occurring after such date.

SECTION 29. PR'EPAI) INCOME FROM NEI\VSPAIPERI AND PERIODICAlI
SU BSCRIPTIONS

This section for which there is no corresponding provision in the
House bill adds a new section 455 to the 1954 Code.
Under existing law some taxpayers, regardless of the nletIo(ld of

accounting employed, have been required to report prepaid subscrip-
tion income as income in the year of receipt. Section 455) as added
by your committee provides certain of such taxpayers with an election
to include prepaid subscription income in gross income for the taxable
years during whkih thlie ability exists to furnish or deliver a neWSpaper,
inagazine, or other periodical. Taxpayers who liave been permitted(
previously to report such income in accor(lance with an established(
and consistent method of accounting practice may ('otinue to
report income in accordance with such accounting practice without,
making an election under the new section.

Subsection (a) of section 455 )rovides that taxi)ayers shall include
prel)aid subscription income to which that section applies in gross
income for the taxable years during which the liability exists to furnish
or deliver a newspaper, magazine, or other periodical.

Subsection (b) of section 455 provides that where a taxpayer (lies
or goes out of existence or where, for any other reason, the liability
with respect to any prelai( subl)scription income ceases, tlie payments
not previously reported as income become taxable ill tlie year ill which
such an event occurs.

Subsection (c) of section 455 contains tlie rules under wlich a

taxpayer may elect to apl)ly the provisions of that section. The
election may bo made only with respect to a trade or business the
income from which is not reported on the cash receipts alld disburse-
ments method. The election once made is applicable to all items of
prepaid subscription income attribuitable to such trade or business.
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If the taxpayer is engaged in two or more trades or businesses, he may
elect to defer all prepaid subscription income items of any one or more
of the businesses, An exception is provided, however, with respect
to subscription income of that character which will be earned within 12
months after receipt, in which case the entire amount received may be
included in gross income when received to the extent permitted by
regulations prescribed by the Secretary or his delegate. The election
is effective for the taxable year with respect to which it is first made and
for all subsequent taxable years unless the taxpayer secures consent
of the Secretary or his delegate to the revocation of such election.
The election to defer prepaid subscription income will not apply to
amounts received in taxable years beginning before January 1, 1958,
even though the amounts will not be earned until after that date.
The taxpayer may make the election to defer prepaid subscription

income without consent of the Secretary or his delegate for the first
taxable year beginning after December 31, 1957, in which he received
such prepaid income in the particular trade or business. The election
must be made not later than the time prescribed by law for the filing
of the return (including extensions). If the taxpayer wishes to make
an election at a later time, the consent of the Secretary or his delegate
must be obtained.
Subsection (d) of section 455 defines prepaid subscription income

as any amount includiblee in gross income) which is received in con-
nection with, and is directly attributable to a liability as defined in
paragraph (2) and the liability extends beyond the taxable year in
wvlich the amount is received. Prepaid subscription income shall be
treated as received during the year in which it is includible in gross
income without regard to section 455. Such income shall be included
in gross income, to the extent properly allocable to the taxable year
in which received and to each of the succeeding taxable years over
which the liability may extend. A proper allocation under this see-
tion requires that such income be included in gross income as the
liability to which the income relates is discharged or as it is deemed
to be discharged on the basis of the, taxpayer's experience. Liability
means a liability to furnishl or deliver a, newspaper, magazine, or other
periodical.

Subsection (e) of section 455 permits a taxpayer to continue to
treat prepaid subscription income, as (deined in this section, in the
manner employed for taxable years prior to the first taxable year
to which this section applies if lone under an established and consistent
method of accounting, notwithstanding the provisions of this section.

Subsection (b) of the bill contains a technical conforming amend-
inch t.
The amendment made by this section shall apply with respect to

taxable years beginning after Decimber 31, 1957.

8ECTI,'ON 30. ADJUSTIMENTS REQUIRED BY CIIANOES IN AETIIOD 01?
ACCOUNTING

Thills section amends section 481 (relating to adjustments required
by changes in method of accounting) and section 381 (relating to
carryovers in certain corl)orate acquisitions) of the 1954 Code. It is
the same as section 24 of the House bill except that your committee
has amended the special rules respecting the treatment of adjustments

159



160 TECHNICAL AMENDMENTS ACT OF 1958

for 1939 Code years and has also provided a new subsection (e) to
permit certain taxpayers who have commenced the use of a different
method of accounting since enactment of the 1954 Code to return to
the method formerly used.
Adjustments for 1939 Code years

Section 481 (a) of the 1954 Code now provides that, in computing
the taxpayer's taxable income for any taxable year for which he
changes his method of accounting from that used for the immediately
preceding taxable year, those adjustments which are determined to
be necessary solely by reason of the change shall be taken into account
in order to prevent amounts from being duplicated or omitted; except
that any adjustment in respect of any taxable year to which section
481 does not apply shall not be taken into account. Thus, under the
present law adjustments in respect of taxable years beginning before
January 1 1954, or in respect of taxable years beginning in 1954 and
ending before August 17, 1954, are not taken into account under sec-
tion 481.
Subsection (a) fl) of this section, which is the same as in the

House bill, amends section 481 (a) (2) of the 1954 Code so that ad-
justments in respect of taxable years beginning before January 1,
1954, or in respect of taxable years beginning in 1954 and ending be-
fore August 17, 1954, will be taken into account under section 481 (a)
in computing taxable income for the year of the change if such adjust-
ments are attributable to a change in accounting method which has
been initiated by the taxpayer.

Subsection (a) (2) of this section, as amended by your committee,
amends section 481 (b) (relating to limitations on the tax where the
adjustments are substantial) by adding thereto new paragraphs (4),
(5), and (6). The new paragraph (4) applies only to the net amount
of the adjustments required by section 481 (a) to the extent that such
amount does not exceed the net amount of the adjustments which
would have been required if the change in method had been made in
the first taxable year beginning after December 31, 1953, and ending
after August 16, 1954, and only in a case where such adjustments are
attributable to a change initiated by the taxpayer and where such net
amount would increase the taxable income for the year of the change
by more than $3,000. The net amount of adjustments not taken into
account under the new paragraph (4) will be taken into account as
otherwise provided in section 481.
As passed by the House, paragraph (4) (13) provided that the net

amount of the adjustments in respect of 1939 Code years to which
paragraph (4) (A) applied were to be taken into account ratably in
the year of the change and in so many of the taxable years following
the year of the change as were the lesser of (1) 9 years or (2) the
number of such years equal to the number of taxable years begin-ning before January 1, 1954, and ending before August 17, 1954,
in which the taxpayer was engaged in the same trade or business as
that in which the adjustments under paragraph (4) (A) arose.
Your committee has amended proposed paragraph (4) (B) of

section 481 (b) to provide that, except as provided in paragraphs
(4) (C), (5), and (6), the net amount of the adjustments described
in paragraph (4) (A) are to be taken into account ratably over that
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period of 10 successive taxable years which begins (1) with the
year of the change or, (2) if the taxpayer so elects and if the year
of the change was a taxable year beginning after December 31,
1953, and ending after August 16, 1954, but before January 1, 1958,
with the taxpayer's first taxable year beginning after December 31,
1957. The 10-year period which begins with the first taxable year
beginning after December 31, 1957, shall be reduced, however, in the
case of a taxpayer whose year of change ended before January 1, 1958,
but who elected to use the period described in (2) above, by the
number of years which corresponds to the number of taxable years,
beginning with the year of the change, in respect of which assessment
of tax is prevented on the date of the enactment of the bill by the
operation of any law or rule of law. In the case of such a shortened
period which begins with the first taxable year beginning after
December 31, 1957, the portion of the net adjustments to be taken
into account in any 1 taxable year within such a shortened period shall
be one-tenth of such net adjustments, that is, the same prorate portion
which would have been taken into account in such taxable year if
the 10-year period beginning with such first taxable year had not
been shortened.
The net amount of adjustments required to be taken into account.

under paragraph (4) (B) in any specific taxable year of the 10-year
period, or of the shortened period which begins with the first taxable
year beginning after December 31, 1957, shall be taken into account
in that specific taxable year (and in no other taxable year) notwith-
standing the fact that assessment of tax for such specific taxable year
is prevented by operation of any law or rule of law. If, for example,
in a case where the 10-year period is properly used, assessment of a
deficiency is prevented with respect to 1 of the 10 taxable years in
which one-tenth of the net amount of the adjustments is required to
be taken into account, then only nine-tenths of such net amount is to
be taken into account ratably in the other 9 taxable years. Moreover,
if assessment of a deficiency is barred with respect to a taxable year
in which a prorated part is required to be taken into account under
paragraph (4) (B), this section of the bill does not serve to reopen
that year for assessment purposes.
An election under proposed paragraph (4) (B) of section 481 (b)

to begin the 10-year period with the first taxable year which begins
after December 31,1957, shall be made at such time and in such man-
ner as the Secretary or his delegate shall by regulations prescribe.
Proposed paragraph (4) (C) of section 481 (b), which is the same

as in the House bill, provides that the net amount of any adjustments
described in paragraph (4) (A), to the extent not taken into account
in prior taxable years under paragraph (4) (B), is to be taken into
account as follows: (1) In the case of an individual taxpayer, such
amount shall be taken into account in the taxable year in which he
dies or ceases to engage in a trade or business; (2) in the case of a
partner, his distributive share of such amount shall be taken into
account in his taxable year in which the partnership terminates or
in which his entire interest is transferred or liquidated; or (3) in the

-case of a corporation, such amount shall be taken into account in the
taxable year in which the corporation ceases to engage in a trade or
business unless the amount is required to be taken into account by
the acquiring corporation under section 381 (c) (21).
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Proposed paragraph (4) (D) of section 481 (b), which is the same
as in the House bill, provides that the new paragraph (4) relating to
pre-1954 adjustments shall cease to apply with respect to changes in
methods of accounting made in taxable years beginning after Decem-
ber 31, 1963.
The new paragraph (5) of section 481 (b), which provides a special

rule for pre-1954 adjustments in the case of certain decedents, is the
same as in the House bill except that your committee has amended it
to apply to changes made on or after August 16, 1954, and before
January 1, 1958. In the House bill the paragraph applied to changes
made on or after August 16, 1954, and before November 7, 1956.
The new paragraph (6), as added to section 481 (b) by your com-

mittee, did not appear in the House bill. It gives the taxpayer an
election to take the net amount of the adjustments in respect of 1939
Code years which are described in proposed section 481 (b) (4) (A)
into account in the manner provided by section 481 (b) (1) or section
481 (b) (2), in lieu of taking such net adjustments into account under
the 10-year allocation rule prescribed by section 481 (b) (4) (B).
In applying section 481 (b) (1) or section 481 (b) (2) for this purpose,
it is immaterial whether any of the preceding taxable years involved
are not taxable years beginning after December 31, 1953, and ending
after August 16, 1954. Paragraph (6) applies only to cases where
the adjustments are attributable to a change in the method of account-
ing initiated by the taxpayer. The paragraph will have no applica-
tion to changes in methods of accounting made ill taxable years begin-
ning after December 31,1963.
An election under paragraph (6) to take the net adjustments de-

scribed in section 481 (b) (4) (A) into account in the manner pro-
vided by section 481 (b) (1) or section 481 (b) (2) may be made only
if the taxpayer consents in writing to the assessment within such
period as may be agreed on with the Secretary or his delegate of any
deficiency (for the year of the change) which results from taking such
adjustments into account in the manner so elected, even though at the
time of filing such consent the assessment of such deficiency would
otherwise be prevented by the operation of any law or rule of law.
Such an election shall be made at such time and in such manner as the
Secretary or his delegate shall by regulations prescribe.
ITExample

Thlie al)plication of proposed section 481 (b) (4) may be illustrated
by the following example: X corporation has]een filing its tax re-
turns and keeping its books on the cash receipts and disbursements
method of accounting for the calendar year. Itf requests, and is
grYanted, tlihe permission of the Comnnissionell, effective w itll the calen-
diar year 19(10, to change to an accrual method of accounting. As of
January 1, 1954, thle taxl)ayer lad an opening inventory of $20,000,
accounts receivable of $22,000, and accounts payable of $14,000. As
of-Jtanuary 1, 1960, its records reflect an opening inventory of $34,000,
accounts receivabl)le of $32,000, land accounts payable of $19,000. Tlie
corporation has no other items whlich require adjustment, under sec-
tion 481 (a). The net amount of the adjustments required to be made
by X corporation in 1960 under section 481 (a) is $47,000 ($34,000
plus $32,000 less $19,000). The net amount of such adjustments which
X corporation would have been required to make if it lhad changed
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its method of accounting for the calendar year 1954 is $28,000 ($20,000
plus $22,000 less $14,000). Since such $28,000 of net adjustments in
respect of 1939 Code years would increase the taxable income for
1960 (the year of the change) by more than $3,000, and since the
adjustments are attributable to a change il method of accounting
initiated by the taxpayer, such $28,000 of net adjustments shall be
taken into account under section 481 (b) (4) (B), unless X corpora-
tion elects under section 481 (b) (6) to take such net adjustments into
account in the manner provided by section 481 (b) (1) or section
481 (b) (2). The remaining portion ($19,000) of the net amount
of the adjustments required to be taken ihto account by section 481 (a)
is to be taken into account in 1960 subject, however, to the tax limita-
tion applicable under the 3-year allocation method of section 481 (b)
(1) or the new-accounting-method allocation of section 481 (b) (2).
On the other hand, if the facts in the above example were the same

except that as of January 1, 1960, the three adjustments are such that
only $20,000 of net adjustments is required to be taken into account
under section 481 (a) for 1960, then the $20,000 amount, rather than
the $28,000 amount, would be taken into account in the manner pro-
vided by section 481 (b) (4) or section 481 (b) (6).
Technical amendments

Section 30 (b) of the bill, which is the same is in the House bill
except for section 30 (b) (4), provides for various technical amend-
ments in section 481 (b) of the 1954 Code. Section 30 (b) (1) amends
section 481 (b) (1) and section 481 (b) (2) to provide that the rules
therein contained do not apply to the portion of the net amount of
adjustments which is treated under new paragraph (4) or (5) of sec-
tion 481 (b). However, if the taxpayer elects under section 481 (b)
(6) to take the net amount of the adjustments described in new para-
graph (4) (A) of section 481 (b) into account in the manner provided
by section 481 (b) '(1) or section 481 (b) '(2), then such net amount
will be taken into account with the other adjustments required by sec-
tion 481 (a) (2) in applying the rules of section 481 (b) (1) or section
481 (b) (2).

Section 30 (b) (2) corrects a technical error contained in present
section 481 (b) (1) by changing the words "the aggregate of the taxes"
appearing therein to read "the aggregate increase in the taxes." To
conform to the change made by section 30 (b) (2), section 30 (b) (3)
makes a change in section 481 (b) (1) by striking I which would restilt
if one-third of such increase" and inserting in lieu thereof "which
would result if one-third of such increase in taxable income."

Section 30 (b) (4), which was added by your committee, amends
section 481 (b) (2) by adding the expression "orunder the correspond-
ing provisions of prior revenue laws" after the expression "increase
in the taxes under this chapter." This change will be necessary in

applying section 481 (b) (2) pursuant to an election under section
481 (b) (6) it also conforms section 481 (b) (2) in this respect to
section 481 (b) (1). .

Section 30 (b) (5) makes a technical change in the rules provided in
section 481 (b) (3) for the computation of the limitation on tax under
section 481 (b) (1) and section 481 (b) (2). Under section 481 (b)
(3) (A) of present law it is provided that, in computing the increase

163



TECHNICAL AMENDMENTS ACT OF 19 5 8

in taxes attributable to the allocation under the rule set forth in sec-
tion 481 (b) (2), the effect that the adjustments have on other taxable
years by virtue of their effect on a net operating loss or capital loss
carryover in the years of adjustment is to be taken into account. Sec-
tion 481 (b) (3) (A) does not at present apply to allocations under
section 481 (b) (1). The amendment made by section 30 (b) (5) ex-
tends the application of section 481 (b) (3) (A) to allocations under
the rule set forth in section 481 (b) (1).
Amendment of section 381 (o)

Section 30 (c) of the bill, which is the same as in the House bill,
amends section 381 (c) of the 1954 Code (relating to items carried
over in certain corporate acquisitions) by adding thereto a new para-
graph (21) which provides that the acquiring corporation shall take
into account the net amount of any adjustments described in section
481 (b) (4) (A) which are available to a distributor or transferor
corporation at the close of the date of distribution or transfer and
have not been taken into account by such distributor or transferor
corporation. The-acquiring corporation shall take such net amount
into account in the same manner and at the same time as it would
have been taken into account by the distributor or transferor corpora-
tion if the transaction causing section 381 to apply had not occurred.
Effective date

Section 30 (d) of the bill, which is the same as in the House bill,
contains the effective date provisions. Section 30 (d) (1) provides
that the amendments made by this section shall apply with respect to
any change in a method of accounting where the year of the change
is a taxable year beginning after December 31, 1953, and ending
after August 16, 1954.

Section 30 (d) (2) contains an exception to the effect that the
amendments made by subsections (a), (b) (1), and (c) of this sec-
tion shall not apply if before the date-of the enactment of the bill
(1) the taxpayer applied for a change in the method of accounting in
te manner provided by regulations prescribed by the Secretary or

his delegate and (2) the taxpayer iand the Secretary or his delegate
agreed to the terms and conditions for making the change.
Election to return% to fo?,mer method

Section 30 (e) of the bill, which was added by your committee,
allows certain taxpayers to return to the method of accounting pre-
viously used. Section 30 (e) (1) provides that any taxpayer (other
than one specifically excepted) who, for any taxable year beginning
after December 31, 1953, and ending after August 16, 1954, but ending
before the date of the enactment of the bill, computed his taxable in-
come under a method of accounting different from the method used
for the immediately preceding taxable year may elect to recompute
his taxable income, beginning with tlhe taxable year for which such
different method was first; used, under the method used for such
preceding taxable year. T.he election must be made within 6 months
after the date of the enactment of the bill and in such manner as the
Secretary or his delegate may provide. An election may not be made
under section 30 (e) (1) by a taxpayer to whom section 30 (d) (2) of
the bill applies or by a taxpayer who was required, before the date
of tlo enactment of the bill, by the Secretary or his delegate to change
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his method of accounting. For purposes of the preceding sentence,
a taxpayer who on his own initiative changed his method of account-
ing in order to conform to the requirements of regulations prescribed
by the Secretary or his delegate or to the requirements of any Internal
Revenue ruling shall not, merely because of such fact, be considered to
be a taxpayer who was required by the Secretary or his delegate to
change his method of accounting.

Section 30 (e) (2) extends for 1 year the period for the assessment
of any deficiency, or for filing claims for refund or credit of any over-
payment, resulting from an election made under subsection (e) (1).
of this section in a case where the assessment, credit, or refund is pre-
vented on the date on which the election is made (or at any time within
1 year after such date).
SECTION 31. DENIAL OF EXEMPTION TO ORGANIZATIONS ENGAGED IN PRO-

IflBITED TRANSACTIONS
This section corresponds to section 25 of the House bill. It contains

substantially the same provisions as section 25 of the House bill, but
has been amended by your committee to include, also, provisions simi-
lar to those of H. R. 9049, which was passed by the House and which
was referred to your committee.
Existing laiw
Paragraph (1) of section 503 (c) of the 1954 Code (relating to pro-

hibited transactions in the case of certain exempt organizations) pro-
vides that, if any exempt organization subject to section 503 lends
any part of its income or corpus to a person described in section 503
(c) without the receipt of adequate security and a reasonable rate of
interest, it has engaged in a prohibited transaction (and, by reason of
sec. 503 (a), it loses its exempt status).
Lending to certain persons

Subsection (a) of section 31 of the bill amends section 503 of the
1954 Code by adding at the end thereof a new subsection (h). New
subsection (h) provides that certain transactions entered into by an
employees' trust described in section 401 (a) are not to be considered
as loans made without the receipt of adequate security. These trans-
actions will not constitute, by reason of the phlrase "without the
receipt of adequate security," prohibited transactions, but they can
constitute prohibited transactions for other reasons; for example, the
lack of receipt of a reasonable rate of interest.- The transactions re-
ferred to in the new subsection (h) are thelacquisition by an employees'
trust described in section 401 (a) of the 1954 Code of a bond, de-
benture, note, or certificate or other evidence of indebtedness (re-
ferred to in tlihe subsection as "obligation"). Such acquisitions are not
to be considered as loans made. without the receipt of adequate se-
curity if all of the following conditions which are applicable are met.

(1) The obligation must be acquired (A) on the market, either at
the price prevailing on a national securities exchange which is regis-
tered with the Securities and Exchange Commission, or, if the obliga-
tion is not traded on such an exchange, at a price not less favorable
to the Irust than the offering price for the obligation as established by
current bid and asked prices which are quoted by persons inde-
pendent of the issuer; or (B) from an underwriter at a price at which
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a substantial portion of the same issue is acquired by persons in-
dependent of the issuer and which is not in excess of the public offer-
ing price for the obligation as set forth in a prospectus or offering
circular filed with the Securities and Exchange Commission; or (C)
directly from the issuer at a price not less favorable to the trust than
that paid currently for a substantial portion of the same issue by
persons independent of the issuer.

(2) Immediately following acquisition of the obligation, not more
than 25 percent of the aggregate amount of the obligations issued in
such issue and outstanding at the time of the acquisition is held by
the trust, and at least 50 percent of such aggregate amount is held
by persons independent of the issuer.

(3) Immlediately following acquisition of the obligation, not more
than 25 l)ercent of the assets of the trust is invested in all obligations
of all persons described in. section 503 (c), including those obligations
which meet the requirements of new subsection (h) or (i) of section
503, or those obligations which are made with the receipt of adequate
security and a reasonable rate of interest.
Loans with respect to 'which employers are proh ibited from pledging

certain assets
Subsection (b) of section 31 of the bill is a committee amendment

which adds a new subsection (i) to section 503. New subsection (i) of
section 503 is substantially the same as H. B. 9049, which was passed by
the House in the last session. The new subsection provides that the
requirements of section 503 (c) (1), relating to adequate security and
a reasonable rate of interest, are not to apply in the case of loans to an

employer made or renewed by an employees' pension, profit-sharing,
or stock-bonus trust described in section 401 (a) of the code if the
loan bears a reasonable rate of interest and three conditions are met.

First, in order to qualify under this exception, the employer must
be prohibited (at the time of the making or renewal of the loan) by
law of the United States or regulation thereunder from directly or
indirectly pledging as security for a loan from one of these employees'
trusts classes of his assets which represent at such time more than
half of the value of all his assets. Under this condition, the employer
must bel)rollibited froml)ledging classes of his assets at the time the
loan is made or renewed, and the value of those assets is to bedleter-
mined atthat time. A subsequent change in law, permitting a class of
assets to be pledged which previously could not be pledged, would,
therefore, not make the loan ineligible on the grounds that it is now
possible (but was not previously possible) for the employer to pledge
more thanl one-half of his assets for loans4oom employees' trusts.

Second, the making or renewal of the loan must be approved in
writing by a trulmete who is independent of the employer as being a
loan which is consistent with the exemll)tpurposes of the trust as
indicated by section 401 of the code and as indicated by the trust
instrument. In addition, no other such independent trustee of the
trust, mayl)reviously have refused to approve the making or renewal
of theloan, if it is to qualify under this l)rovision. Your committee's
bill -provides that., for purposes of this requirement, the term "trustee"
means, with respect to any trust for which there is more than one
trustee who is independent of tlhe employer, a majority of such inde-
pelndent trustees. Thus, where there is ignore than one trustee who is
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independent of the employer, it is necessary that a majority of such
independent trustees give their approval to the loan, and that a
majority of such trustees have not previously refused to give such
approval.
Third, the. amount loaned without adequate security by the em-

ployees' trust to the employer must not represent more than 25 percent
of the value of all of the assets of the trust. This test is to be applied as
of the time of the making or renewal of the loa._ However, if ade-
quate security was at one time provided with respect to a loan and,
subsequently, this security is withdrawn, for purposes of this pro-
vision, such a withdrawal would constitute the making of a new loan
and this 25-percent test would be applicable at that time. Whether any
loan by the trust to the employer is made without the receipt of ade-
quate security is to be determined for purposes of this requirement
without regard to new subsection (hl) of section 503 (which is added
by subsection (a) of this section of the bill). For example, if, on any
(lay after the date of enactment of this bill 24 percent of the trust's
assets have previously been loaned to the employer without adequate
security (but such loan is not considered as a prohibited transaction
because of new subsection (h) of sec. 503), the trust may on that day
invest without adequate security an additional 1 percent of its assets
under thle provisions of new subsection (i).
Effective date
Under subsection (c) of section 31 of theiie-ll, thle new subsection

(h) of section 503 is to be effective for taxable yeaas ending after
rNarch 15, 1956, and the new subsection (i) of section 503 is to be
effective for taxable years ending after the effective date of the bill,
blut onlly with respect to periods after such date. It is expressly pro-
vide(l, however, that nothing in subsection (a.) of section 31 of the
bill is to be construed to make any transaction prohibited transaction
whelih, under announcements of tlihe Internal Revemnue Service made
before the (late of the enactment of the bill with respect to section
5)03 (c) (1) of the code, would not constitute a prohibited transaction.

A. sl)ecial rule is included in thle effective date provisions for obliga-
tions described in new subsection(hi) of section 503 acquired before
the date of enactment of the bill and which are lield on such date.
Under this special rule, if the conditions describedd in paragraphs (2)
and (3) ofthlnat subsection would have been satisfied if the0obligation
hlad been acquired on such latee of enactnenit, then these requirementsshall be treated as satisfied( illlmmed(iately following acquisition of the
obligation.
(o reeCtion of (1ro08ss-re/erences.
Subsection (d) of section 31 (of tlie bill corrects several cross-

rel'een(es inll the 195,4 Code.

SE('TIO(N :12. CEI'RTAIN I,IlEASES BY 1MEDI)CAL. lESEA(11 ()OIt(AN IZAT'IONS
This section, for wlicl there is no corresponding provision in theli

I oluse bill, aimen(s section 514t (b) (3) (A) of tlihe 195- Code, relating
to.exceptions to tlie definition of busineS- lease.

1,Under existing law, exempt. organizations sul)ject to th.le unrelated
business income tax must inclu(le in their gross income derived from
aiunrelated trade or btlsilless ai percentage of tlhe rentalsderivedd
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from business leases of their real property. The term "business
lease" is defined in section 514 (b) (1), and exceptions to this defini-
tion are provided in section 514 (b) (3). Section 514 (b) (3) (A)states that no lease shall be considered as a business lease if it is either
entered into primarily for purposes which are substantially related
(other than the need for income) to the exercise or performance of the
charitable, educational, and so forth, purpose or function which con-
stitutes the basis of the organization's exemption, or if the lease is of
premises in a building primarily designed for occupancy, and is
occupied, by the organization.

Subsection (a) of section 32 of the bill adds a sentence at the end of
section 514 (b) (3) (,A). This sentence provides that a lease to a
medical clinic by a scientific organization engaged in medical research
of premises adjoining those occupied by such scientific organization
is a lease primarily entered into for a purpose related to the organi-
zation's exempt purpose (and thus is not a business lease), if the
scientific organization utilizes the medical clinic for medical research
purposes by referring to the clinic's case histories, and by using the
donated services of clinic doctors.
Under subsection (b) of section 32 of the bill, the amendment

made to section 514 (b) (3) (A) is effective for taxable years begin-
ning after December 31, 1957. Subsection (b) of section 32 also
provides that for taxable years beginning before January 1, 1958,
the determination as to whether a lease described in the amendment
to section 514 (b) (3) (A) is not a business lease under section 514
(b) (3) (A), or under the corresponding provision of the 1939
Code, shall be made as if the amendment made to section 514 (b) (3)
(A) by subsection (a) of section 32 had not been enacted and with-
out inferences drawn from the fact that such amendment is not
applicable to taxable years beginning before January 1, 1958.

SECTION 33. CORPORATIONS IMPROPERLY ACCUMULATING SURPLIUS

This section is identical with section 26 of the House bill.
Adjustments to taxable income for charital 7e contributions

Section 531 of the 1954 Code impos s a tax on the accumulated
taxable income of a corporation improperly accumulating earnings
and profits. Section 535 defines the term "accumulated taxable in-
come" and provides rules for its computation.

Section 535 (b) (2) of the present law provides for the allowance
of theo deduction for charitable contributions in computing accumulated
taxable income. This provision allows the deduction for charitable
contributions provided uInder section 170 of the 1954 Code without
regard to the limitation in section 170 (b) (2). Section 170 (b) (2)
provides for a limitation of 5 percent of taxable income and, in addi-
tion, it provides for the allowance of a carryover to the 2 succeeding
taxable years of tlihe excess of contributions not deductible in the tax-
able year under the 5-percent limitation. In view of the carryover
provisions of section 170 (b) (2) a taxpayer might contend that lhe is
entitled to ol)tain the benefit of a duplicate deduction for contributions
in the computation of accumulated taxable income by taking a deduc-
tion for charitable contributions in one taxable yea{: (being in excess
of tile 5 percent allowable to the corporation for regular corporate
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income-tax purposes) and in the following year again taking a chari-
table deduction to the extent allowable as a carryover under section
170 (b) (2) for regular corporate income-tax purposes.
Subsection (a) of section 33 of the bill amends section 535 (b) (2)

to make it clear that the deduction for charitable contributions pro-
vided under section 170 shall be allowed without regard to section
170 (b) (2).
Adjustment to taxable income for long-term capital gains

Section 535 (b) (6) of the 1954 Code provides that in computing
"accumulated taxable income" a deduction shall be allowed for the
excess of net long-term capital gain for the taxable year over net short-
term capital loss for such year (determined without regard to the
capital loss carryover provided in sec. 1212) minus the income tax
attributable to "such excess." The report of the Senate Committee
on Finance on the 1954 Code states (on p. 316) that this provision
conforms to the corresponding provisions in the 1939 Code, and that
since the capital-gains tax is allowed as a deduction in computing
accumulated taxable income under section 535 (b) (1), the deduction
allowed under section 535 (b) (6) in the amount of the capital gains is
reduced by the income tax attributable to such capital gains.
In determining the tax attributable to "such excess," it accordingly

seems clear that the term "such excess" should be treated as being
the excess of long-term capital gain over short-term capital loss,
taking into account any capital loss carryover. This is the amount of
tax which will have been allowed as a deduction under section 535
(b) (1) in computing accumulated taxable income, and it is this amount
which should be used to reduce the amount of the deduction for capital
gains under section 535 (b) (6).

Subsection (b) of section 33 of the bill makes it clear that in deter.
mining the taxes attributable to "such excess" the capital loss carry.
over provided in section 1212 shall be taken into account.
Effective date
Under section 1 (c) of the bill the amendments made by section 33

of the bill apply to taxable years beginning after December 31, 1953,
and ending after August 16, 1954.

BECTION 34. UNDISTRIBUTED PERSONAL HOLDING COMPANY INCOME

This section, except for a change in the effective date, of subsection
(b), is identical with section 27 of the House bill.
Charitable contributions
Section 541 of the 1954 Code imposes a tax on tlhe undistributed

personal holding company income of personal holding companies.
Section 545 (a) defines the term "undistril)uted personal holding com-
pany income" as the taxable income of the corporation with the
adjustments provided in section 545 (b), minus the (lividen(Is paid
deduction as defined in section 561,

Section 545 (b) (2) allows a deduction for charitable contributions
provided under section 170 of the 1954 Code but with the limitations
in section 170 (b) (1) (A) and (B) (in lieu of the limitation in sec. 170
(b) (2)). Section 545 (b) (2) allows a personal holding company to
deduct charitable contributions to tile same extent as allowed an
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individual in section 170. Thus, the limitation in section 170 (b). (2)
that corporations may not deduct charitable contributions in excess of
5 percent of taxable income under the regular corporate income tax
does not apply in computing income subject to personal holding
company tax.

Section 170 (b) (2) in addition, however, allows corporations a
carryover for 2 taxable years of contributions in excess of the amount
deductible under the 5-percent limitation. Thus, a corporation might
contend that it is entitled to take an amount as a deduction for charita-
ble contributions to the extent allowable to an individual in one taxable
year (being in excess of the 5 percent allowable to the corporation for
regular corporate income-tax purposes) and inl the following year again
to take the same amount as a charitable deduction to the extent allow-
able as a carryover under section 170 (b) (2) for regular corporate
income-tax purposes.

Section 34 (a) of the bill makes it clear that the 2-year carryover
provision of section 170 (b) (2) is not applicable in arriving at the
amount of tile deduction under section 545 (b) (2), and that the 2-year
carryover provision of section 170 (b) (2) is not an adjustment to
taxable income in arriving a(ladjusted gross income for purposes of the
percentage limitations on charitable contributions under section 170
(b) (1) (A) and (3).
Under section 1 (c) of the bill, which is identical with section 1 (c)

of the House bill, the amendment made by section 34 (a) of the bill
applies to taxable years beginning after December 31, 1953, and
ending after August 16, 1954.
Net operating loss

Section 545 (})) (4) of the 1954 Code provides for tle allowance of a
de(lduction for thell.ainount of the net operating loss for the preceding
taxable year ill comlputilg undistiril)ted personal llolding company
income. Section 545 (b) (3) provides that tlhe special deductions
allowed corporallions under sections 241 to-247, inclusive, for regular
corporate income-tax Il)ul)oses are not allowed for personal holding
collimpany tax purposes.

Hloweveir, a taxpayer may indirectly ol)tain tlhe bellefit of the special
(ledulct.iols p)rovi(le(l by sections 241 ani(I 243 to 247, inclusive, through
a deduction for a net operating loss for the preceding taxable year
crTeteld or increased( by virtue of those sl)ecial (deductions.

Sulsection (b) of section 34 of the bill amends section 545 (b) (4) of
tlie 1954 C(o.(ld to l)iovi(le for tie allowance of a net opl)erating loss for
the precedilig tUxal)le year compil)ute( without tlhe special deductions
for col l)o1'atioIlf, whic.il are provi(de(l in sections 241 to 247, illclusive.

Unll(der stl)section (c) of section 34 of (lie bill, tlie anlen(mlenlt made
b)y subsection (b) of tl,lis sectionll shall apply witll respect. to adljlst-
Inents iun1l(er section 545 (b)) (4) for taxal)le yetrs beginning after
I)eccinber 31, 1957.

SEI'CTION 35. 1FOIRIGN PEMSONAIi IIOII)IN(G COMPANIES

Thllis section, except for changes in olffetive plates , is identical with
section 28 of tle lHoiuse bill.
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Adjustments to taxable income for charitable contributions
Subsection (a) of section 35 of the bill changes section 556 (b) (2)

of the 1954 Code with respect to foreign personal holding companies in
the same manner and for the same purposes that the amendment
made by section 34 (a) of the bill would change section 545 (b) (2)
for domestic personal holding companies.
Special deductions disallowed
Paragraph (1) of section 35 (b) of the bill amends section 556 (b) (3)

to provide that tlhe deduction for partially tax-exempt interest under
section 242 shall be disallowed in computing undistributed foreign
personal holding company income. Under section 556 (b) (3) this
deduction is now allowed to the corporation and, at thle same time,
by reason of section 551 (c) a United States shardiolder is allowed
a credit against tax for his share of the partially tax-exempt interest
of the foreign personal holding company. Thus, a double benefit
may be obtained for the same partially tax-exempt interest. The
amendment made by subsection (b) (1) corrects this error.
Paragraph (2) provides that the amendment made by paragraph (1)

shall apply with respect to taxable years of the foreign personal holding
company ending after December 31, 1957.
Net operating loss
Paragraph (l) of section 35 (c) of the bill amends section 556 (b) (4)

of the 1954 Code. Tile purpose of this amendment is to make tile
same correction with respect to foreign personal holding companies as
is made with respect to section 545 (b) (4) for domestic personal hold-
ing companies by section 34 (b) of the bill.
Paragraph (2) provides that the amendment made by paragraph (1)shall apply with respect to adjustments under section 556 (b) (4) of the

1954 Code for taxable years ending after December 31, 1957.
Cross-referencc

Subsectionr (d) of section 35 of thle bill adds to the foreign personal
holding company provisions of the code., a cmross-refelrence to see-
tionl 6035 of the code (relating to returns of officers, directors, and
slunrIeholdlers of foreign personal holding collpallies).

SECTION 36. BONI), ETC., LOSSES OF BANKS

This section of the bill, which is identical with section 29 of tlhe
I lollse bill, amends section 582 (c) of tlhe 1954 Code (relating to losses
of banks will respect to bonds). As enacted, section 582 (c) related
only to bondss or other evi(lences of indebtedness issued with interest
co)onls or in registered form. Section 36 of the bill eliminates the
r(f(li'enllc to "witl interest, coupons or il registered forml"
Under section I (c) of the bill, this amendment, applies to taxal)lo

years beginning after l)ecember 31, 1953, and enl(ding after August 16,
1954.

SECTION 37. DEPLE'TION ALLOWANCE. IN CASEI OF ESTATES

This section is identical withI section 30 of tlhe House bill, which
amlen1ds section 611 (b) (4) of tile 1954 Code (relating to allowalice of

280S8--58--12
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deduction for depletion in the case of estates) to correct a misspelling
of the word "devisees."

SECTION 38. RATE OF PERCENTAGE DEPLETION FOR CERTAIN GOLD MINED
IN THE UNITED STATES

This section, for which there is no corresponding provision in the
House bill, amends section 613 (b) (2) (B) of the 1954 Code so as to
provide a 23 percent depletion rate for gold in those cases where the
principal product of the taxpayer is gold ore.

In order to qualify for the benefits of this amendment for any tax-
able year, a taxpayer must produce gold as the principal product of
his operation rather than as a byproduct. For example, a taxpayer
mining ore from which several metals are recovered, and from which
gold is produced as a byproduct, would only be entitled to the 15
percent depletion rate on that portion of his gross income attribu-
table to gold production.
This section would apply to taxable years beginning after De-

cember 31, 1957.

SECTION 39. PERCE:NTAGE DEPLETION RATES FOR CERTAIN TAXABLE
YEARS ENDING( IN 1954

This section is the same as section 31 of the House bill. The
section amends section 613 of the 1954 Code (relating to percentage
depletion) to allow a taxpayer to apply the percentage depletion rates
listed under the 1954 Code to that portion of a taxable year subject
to the 1939 Code which occurs in 1954. It would also allow the 1954
Code percentage depletion rates to be applied to any taxable year
beginning after December 31, .1953, and ending before August 17, 1954.

In tlhe case of a taxpayer having a taxable year beginning in 1953
and ending in 1954 who elects to have this section apply, the percent-
age depletion allowance shall be the sum of two parts. One part
consists of a tentative allowance computed for that portion of the
taxable year after December 31, 1953. This allowance shall bo
computed by applying the percentage rates under the 1954 Code to
the taxpayer's gross income from the property for llhe entire taxable
year, and then determining that portion of such allowance which the
number of (lays in tlhe taxable year falling after December 31, 1953,
bears to the total number of days in the taxable year. In making the
above computation the law otherwise applicable to such year, with the
exception of the percentage depletion rate, shall apply. Thus the
"gross income from the property" aund the "net income from the
property" will be determined with reference to the 1939 Code rules.
1he second part consists of a tentative allowance which shall be
similarly com])uted for that portion of the taxable year before Janu-
ary 1, 1954, excel)t that the percentage depletion rates listed under
section 114 (b) (4) (A) of those 1939 Code will be applicable.
The computation of tlihe percentage depletion allowance under this

section may be illustrated by the following example:
Example
A is a taxpayer who reports income on the basis of a fiscal year

ending June 30. In the taxable year ended June 30, 1954, A had
gross income from a uranium property in the amount of $100,000.
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His net income from this property, for purposes of limiting the deple-
tion allowance, was $40,000. The depletion allowance computed with
reference to the 23 percent rate in effect under the 1954 Code is $23,000
($100,000 times 23 percent). This allowance is limited to $20,000
(50 percent of A's net income from the property). A's tentative
allowance for the portion of the taxable year after December 31,
1953, is $9,917.80 (181/365 times $20,000). A will then compute
a tentative allowance for that portion of the taxable year before Jan-
uary 1, 1954, applying the percentage rate under the 1939 Code.
His allowance, thus computed, for the entire year is $15,000 ($100,000
times 15 percent). The tentative allowance applicable to the portion
of the taxable year before January 1, 1954, is $7,561.64 (184/365 times
$15,000). A's depletion allowance with respect to this property for
the taxable year ended June 30, 1954, is $17,479.44.
The use of this section is on an elective basis, and the election may

be made with respect to each property of the taxpayer. Also, this
section is available to a taxpayer who has computed his depletion
allowance for the taxable year on the basis of cost depletion or dis-
covery depletion. In such a case, the taxpayer will compute the
allowance on the basis of cost or discovery depletion for that portion
of the taxable year before January 1, 1954. In making this computa-
tion the taxpayer will determine his allowance for the entire taxable
year on such basis, and then take that portion of such allowance which
the number of days in the taxable year before January 1, 1954, bears
to the total number of days in the taxable year. The computation
for the 1954 portion of the taxable year will be made as explained
above (that is, it will take into account the percentage depletion rate
under the 954 Code).

Subsection (b) of section 39 provides that if the amendment gives
rise to an overpayment, and a refund or credit of this overpayment is
not permitted on' the date of enactment of the bill, or within 6 months
from such (late, because of the Olperation of any law or rule of law
(other than the provisions relating to closing agreements and com-
promises), nonetheless refund or credit may be-made or allowed if the
taxpayer files a claim for refund within 6 months from the date of
enactment of the bill. It is also provided, however, that no interest
shall be paid or allowed on any overpayment resulting from tlhe appli-
cation of the amendment made by this section.

SECTION .10. DEFINITION OF PROPE'RTY FOR PURPOSES OF TlE DEPLETION
ALLOWANCE

This section corresponds to section 32 of the I-ouse bill, which would
amend section 614 of the code. The I-Iouse bill added a new subsection
to section 614 which, in effect, provided that a taxpayer may elect to
treat any property as if the 1954 Code definition of property liad not
been enacted and as if tlhe 1939 Code rules still appllied. The choice
provided by the House bill with respect; to applying the rules under
the 1954 Code to operating mineral interests was upon a basis of Oper-
ating units. Thus, for example, a taxpayer might elect to apply the
1954 Code' miles to all interests owned by him within one operatingunit and continue to apply the 1939 Code rules to all other interests
owned by him. If, for example, within 1 operating unit a taxpayer
aggregated all interests in 2 leases 's a single property, he would be
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regarded as having elected to apply section 614 of the 1954 Code
for that operating unit and could not aggregate as a separate property
his interests in a third lease within such operating unit.
Your committee's bill represents a substantial amendment of the

House bill insofar as it concerns the treatment of operating mineral in-
terests in the case of mines and other natural deposits (except oil and
gas) and the treatment of all nonoperating mineral interests.

Section 614 (a) of existing law, which defines the term "property"
to mean each separate interest owned by the taxpayer in each mineral
deposit in each separate tract or parcel of land, is retained.

Subsection (a) of this section of your committee's bill amends
section 614 (b) of the 1954 Code by adding thereto a. new paragraph
(4) to provide that in the case of mines and other natural deposits
(except oil and gas), an election made under the provisions of section
614 (b) of existing law shall be inapplicable for any taxable year
beginning after December 31, 1957.

Subsection (b) of this section amends section 614 by inserting ill
lieu of present subsection (c) a new subsection (c) to provide, for
taxable years beginning after I)ecember 31, 1957, a new elective rule
for the aggregation of operating mineral interests in the case of mines
and other natural-deposits (except oil and gas). This new rule per-
mits a taxpayer, within any operating unit, to elect to aggregate and
treat as 1 property all interests owned by him which comprise any 1
mine or any 2 or more mines and to elect to treat as a separate property
any interest or interests (not part of such mine or mines) which are not
included within such aggregation or aggregations. In ascertaining
what constitutes an oielrating unit or a mine, the taxpayer's determina-
tion will not 1)e disturbed in the absence of clear and convincing
basis for a change. A taxpayer may elect to form more than one ag-
gregation within an operating unit, but no aggregation may include
less than a complete mine or mines. To illustrate the application of this
new rule, assume tfliat, within a single operating unit, a taxpayer owns
25 ol)perating mineral interests and that such interests comprise 5 mines
of 5 interests each. Tlhe taxpayer may elect under the new rule, for
example, to aggregate all 15 interests within mines 1, 3, and 4 and
treat them as i property; to aggregate his 5 interests in mine 2 and
treat them as 1 property; and to treat each of the 5 interests comprising
mine 5 as a separate property. As a further example, lie may elect
to aggregate all 25 interests in the 5 mines and treat them as a single
property, oi' lie may elect to form 5 properties by aggregating and
treating as a. property the 5 interests within each mine. Ak number of
combinations is available to the taxpayer under the new rule, so long
as no aggregation formed thereunder contains less than a complete
mine or miles. Under your committee's bill, once a taxpayer elects
to form an aggregation of all interests in it mine or mines under the
new rule, any interest which thereafter becomes a part of such mine
or mines shall I)e included in suoh aggregation. The time at which
an interest. becomes a part of a mine is a question of fact to be de-
termlined( in accordance with tle facts and circumstances in each case.
Subparagraph (A) of section (614 (c) (3), as amended by your

committee, plovi(des that for taxable.years heginnling after December
31, 1957, the election under the new rule sha]il be made with respect.
to each operating mineral interest, in accordance with regulations
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prescribed by the Secretary or his delegate, not later than the time
prescribed by law for filing the return (including extensions thereof)
for whichever of the following taxable years is the later: The first
taxable year beginning after December 31, 1957, or the first taxable
year in which any expenditure for development or operation in re-
spect of such interest is made by the taxpayer after acquisition of
such interest. If, with respect to a particular interest, the develop-
ment stage has been reached by the time prescribed for filing the
return for the first taxable year beginning after December 31, 1957,
then the election must be made on that return. Subparagraph (D)
of section 614 (c) (3), as amended, provides, however, that in no
event shall the time for making an election under the new rule expire
prior to the first day of the first month which begins more than 90
days after the date of publication in the Federal Register of final
regulations issued under the authority of section 614, as amended by
this bill. An exercise of such election shall be binding upon the
taxpayer for the first taxable year to which the election is appli-
cable and all subsequent taxable years, except that the Secretary or
his delegate may consent to a different treatment of any interest with
respect to which such election has been made.
Under existing law, in the cases of properties explored by the tax-

payer, he must, as a general rule, exercise his election to aggregate
with respect to each operating mineral interest, if at all, no later than
the time for filing the return for the taxable year in which he makes
the first expenditure for exploration in respect of such interest after
acquisition. Under your committee's amendment a taxpayer is to be-
permitted to postpone his election with respect to an operating mineral
interest to the time for filing the return for the taxable year in which
he makes the first expenditure for development or operational respect
of such interest.
Postponing the time for election to the taxable year in which the

first expenditure for development or operation is made, however, may
result in coincidental reductions of tax in some cases if the interest is not
aggregated until the time of its development or operation with an
interest which was in production at the time exploration expenditures
were being made by the taxpayer with respect to the former interest.
Were the taxpayer using the percentage method of computing his
depletion allowance with respect to the producing interest, and had the
interests been aggregated in the year in which the first of such explora-
tion expenditures were made, as is required under existing law, such
expenditures would lave been taken into account in computing the
taxable income from the aggregated properties for purposes of the
,50-percent limitation contained in section 613 (a) of the code. In an
appropriate case, then, aggregation of an interest under exploration
with a producing interest could result in lower depletion allowances for
the aggregated property than if the aggregation had been postponed
vnXtil the exploratory work was completed. By delaying the time for,aking his election to aggregate an interest until the first year of
development or operation with respect to sucli interest, the taxpayer
avoids having to take exploration expenditures into account in coin-
puting the taxable income from the aggregated property for puir-
poses of computing the depletion allowance. /
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Paragraph (4) of section 614 (c), as amended by your committee's
bill, provides a means of recovering the tax saving, if any, that a tax-
payer may thus obtain by waiting to aggregate an interest under ex-
ploration with another interest until the year in which the first
development expenditures are made with respect to the former interest.
In a case in which an interest is aggregated with another interest subse-
quent to the taxable period for which a deduction for exploration ex-
penditures taken under section 615 (a) with respect to the former
interest would have been reflected in computing taxable income had the
properties been aggregated at the time of such expenditures, the tax
for the earlier period and for the taxable year or years affected thereby
is to be recomputed. The recomputation is to be made as though the
taxpayer had elected to aggregate the interests for the first taxable year
in respect of which the taxpayer deducted exploration expenditures
under section 615 (a) with respect to such former interest. The recom-
putation is applicable only to those interests forming a part of the
present aggregation which the taxpayer owned and on which he made
any expenditure for exploration, development, or operation at the time
of exploration of the interest in respect of which a deduction was taken
under section 615 (a). The excess, if any, of the tax so recomputed
(resulting solely from the effect of exploration expenditures previously
deducted) for any taxable year or years over the tax previously deter-
mined for such year or years shall then, beginning with the first taxable
year to which the election to aggregate is applicable, be added to the
taxpayer's tax liability under chapter 1 for that year and for each suc-
ceeding taxable year until the total of increases in tax resulting from
the recomputation is returned in full. The amount to be added for each
such taxable year is an amount equal to the quotient obtained by divid-
ing such excess by the total number of years in respect of which a
deduction under section 615 (a) was taken in connection with one or
more of the aggregated interests prior to the taxable year of its aggre-
gation if a determination of tax for such year in accordance with the
recomputation described in subparagraph (B) would have resulted
in an increase in tax (but not an increase resulting by reason of a de-
crease in a net operating loss deduction) or a reduction of the net oper-
ating loss over that actually determined for such year or years. In
making the recomputation, there shall be taken into account the effect
that any increase in taxable income resulting from the recomputation
would have on any item directly affected by such increase, such as the
charitable contribution deduction in the case of corporations. If the
taxpayer dies or ceases to exist, then so much of the total increases in
tax resulting from a recomputation under subparagraph (B) as was
not taken into account under this tax-recovery rule for taxable years
preceding such death or cessation of existence shall be taken into ac-
count for the taxable year in which such death or cessation of existence
occurs.

Except for the effect of a carryback of a net operating loss, any tax-
able year prior to the first taxable year to which the rules under the new
section 614 (c) apply with respect to an operating unit shall be disre-
garlded in applying this tax-recovery rule with respect to such operat-
ing unit. Thus, assume the case of a calendar-year taxpayer who, for
1954,1955, 1956 and 1957, has made a binding election under section 614
(b) of existing iaw to treat operating mineral interests A and B, which
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are operated as a unit, as separate properties. Assume, further, that in-
terest A was a producing property thlie income from which was subject
to percentage depletion in 1956, 1957,1958, and 1959; that exploration
expenditures with respect to interest B were made and deducted in
1956, 1957, 1958, and 1959; that development of interest B began in
1960 and that, under the new aggregation rule provided in section
614 (c) (1), the taxpayer exercised his election to aggregate interests
A and B in the return for 1960. The taxpayer did not exercise the
election provided for in section 614 (c) (3) (B) to apply section 614
(c) to those interests for any taxable year before 1958. Since the
taxpayer made a binding election under section 614 (b)-of existing law
with respect to 1954, 1955, 1956, and 1957, the rule contained in section
614 (c) did not become applicable to the interests referred to until
1958, and, for this reason, the taxpayer will not be required to recom-

pute his tax, for purposes of the tax-recovery rule, for any taxable year
prior to 1958. It will be necessary, however, for him to make a recom-
putation for 1958 and 1959 and for any year affected by a net operating
loss for either of such years.
The following example will illustrate the operation of the tax-recov-

ery rule: In 1958, the taxpayer, a corporation, purchases leases A and
B, which it plans to operate as a unit. Lease A has been explored and
developed by the taxpayer's vendor, but no exploration expenditures
were made by such vendor with respect to lease B. In 1959, a mine
goes into operation on lease A; and such mine is extracting from the
single deposit on lease A a mineral entitled to percentage depletion at
the 15 percent rate. For the years 1959 through 1962, the taxpayer
computes the depletion allowance with respect to the mineral being
extracted from this property as follows:

TABLE 1.-Computation of depletion deduction in case of mine on lease A

1959 1060 1961 1962

lMining gross Incomne-------..----.------------ ..$300,000 $700,000 $500.000 $900,000
Mining taxable Incomeno -'.-----....- 120,000 300,000 130,000 250, 000Cost depletion .---- --------------.-----..- 30,000 100,000 70,000 110,000
Depletion deduction ....--- .........---... 45,000 105,000 70,000 125,000

The taxpayer, for each year from 1959 through 1962, makes and
deducts exploration expenditures of $40,000 with respect to lease B,
and the first development expenditure with respect to lease B
is made on January 1, 1963. In accord with the new rule, the tax-
payer elects to aggregate his interests in leases A and B commencing
with 1963. Under thie tax-recovery rule, the taxpayer must recoim-
I)ute his tax for the years 1959 through 1962 as though leases A and
B had been aggregated in 1959; and the first step in such computationis to redetermine the depletion deductions for the years 1959 through
1962 as though the mines on leases A and B had been aggregated for
1959. In each year the taxable income from the property forthe
mine on lease A will be reduced by $40,000 to reflect the exploration
expenditures on lease B; and for purposes of this example, assume
there is an upward adjustment of 10 percent in the per-unit cost
depletion rate for the mineral being extracted from the mine on lease
A to reflect the effect of this aggregation. The following table shows

9.869604064

Table: Table 1.--Computation of depletion deduction in case of mine on lease A
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the depletion deductions recomputed as though the mines on leases
A and B had been aggregated in 1959:

TAIBL 2.-Computation of depletion deduction as though mines on leases A and B
had been aggregated in.1959

1959 1960 1961 1962

Mining gross Incomin ...-..------------------ $'100, 000 $700,000 $500, 000 $900,000
Mining tnxablo income ...--------...-- .---.- 80,000 20, 00) 90,000 210,000
Cost depletion ----......... ... .----. 33,000 110, 000 77,000 121, (000
Depletion deduction -. .- ..--- .-- .-----.-- 40,000 110,(I 0 77, 000 121,000

By comparing table 2 with table 1, it can be seen that in 1959 and
1962, the taxpayer's depletion deductions would have been, respectively,
$5 000 and $4,000 less lhad thle properties been aggregated in 1959.
While it is true that aggregation in 1959 would have also produced
increased cost depletion allowances for 1960 and 1961, increases in
the cost depletion allowance are ignored for purposes of the tax-
recovery rule except insofar as such an increase serves to reduce a tax
saving in a particular year. For example, the taxpayer's percentage
depletion deduction in 1962, had the properties been aggregated in
1959, would have been only $105,000 or $20,000 less than thie deduc-
tion taken for that year were it not for the fact that anl aggregation
of thle properties as of that year would have also resulted in a higher
cost depletion allowance for that year. Having determined that,
for 1959 and 1962, the taxpayer's depletion deduction would lave
been, respectively, $5,000 and $4,000 less had the properties been
aggregated ill 1959, it is now necessary to convert such determination
into tax savings. To do this, it is necessary to recompute the tax-
)ayer's tax for those years. Trable 3 shows the taxpayer's computation
of its tax for tile years 1957 through 1962 before recomputation under
the tax-recovery rule.

TAILE 3.---C'ompu station of ineCme tawa

1957 1958 1959 190 19061 1962

Soo. 03 (a) tuxablo Income ....-............ $200,000 $100,000 $150,0)0 $300,000 $100,000 $500,000
1959 not operating loss carrybanck deduc.
tion1...-..-.- . ....--.---------------...- 160,000 --- . -... ......... ... ..-- .

'TRaxnblo income us adjusted by not operat-
Ing loBs carrylack deductionll ............ 0,000 100,000 0 300,000 400,000 00, 000

Income tax on taxable Income as [Aljustcd. 20,500 41, 500 0 150,00 202, 600 264,600

I Net operating loss.

Under the re.coml)putation, the net operating loss of $150,000 in
1959 would l)e reduced by $5,000, the amount by which the depletion
deduction claiilied in that year would have exceeded the allowable
deduction had tile properties been aggregated in that year. The
recomputation produces a $5,000 reduction of the net operating loss
and an increase of tax liability for 1957, the year to which it was
carried back as a deduction under section 172. Increasing taxable
income for 1957 by $5,000 would produce an increased tax liability for
that year of $2,600. A recolllmpl)utation f tax for the years 1960 and
1961 would Iroduce no additional tax 1 labil ity for those years since thle

9.869604064

Table: Table 2.--Computation of depletion deduction as though mines on leases A and B had been aggregated in 1959
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depletion deductions taken ill those years were less than the amounts
allowable had the aggregations been effective for such years. Since
the taxpayer's depletion deduction taken for 1962 exceeded by $4,000
tlhe amount which would have been deducted had the tax for that year
been determined in accordance with the recomputation, the taxpayer's
taxable income of $500,000 in that yetir is increased under the recom-
I)utation by $4,000, thus showing an additional tax liability of $2,080.
The total of the increases in tax then, amounts to $2,600 plus $2,080,
or $4,680. The total is then to be divided by the number of taxable
years, between 1956 and 1963, in respect of which (1) exploration
expenditures were deducted with respect to the mine on lease B and
(2) tle, ecomputation of tax under the tax-recovery rule would result
in a reduction of a net operating loss or an increase in tax (but not
an increase resulting from a reduction of a net operating loss deduc-
tion). Since 1959 and 1962 are the only years in which these two
requirements are met, thle total tax increase of $4,680 is divided by 2,
producing a. quotient of $2,340. The taxpayer's tax liability inl each of
the years 1963 and 1964 is then increased by $2,340. Subparagraph
(D1)) of section 614 (c) (4) as contained in your committee's bill
l)rovides that appropriate adjustments shall be made, in accordance
with regulations prescribed by the Secretary or his delegate, to the
basis of the aggregated l)roperty to reflect any reduction of tlhe deple-
tion allowance in respect thereof under the provisions of this rule.
Subparagraph (B) of section 614 (c) (3), as amended by your

committee, also provides, in the case of mines and other natural de-
posits (except oil and gas), that the taxpayer may apply the new

aggregation rules provided by section 614 (c) with respect to any
operating unit in lieu of those prescribed by section 614 (b) (1) of
existing law for certain taxable years beginning before January 1,
1!)58. Under this subparagralph tile new aggregation rules provided
for in section 614 (c) (1) may be applied to whichever of the follow-
ing taxable years is the later (excluding anmly taxable year ill respect
of which an assessment of deficiency is plrevente(d on tle late of the
enactment of this bill by operation of any law or rule of law): The
first, taxable year to which the 1954 Code applies or the first taxable
year in which the taxpayer made any expenditure for development
or operation in respect of any operating mineral interest after its
acquisition. In no event, however, shall the time for making such
election to use the new aggregation rules with respect; to taxable years
beginning before JTanuary 1, 1958, expire prior to tilhe first day of the
first month which begins more than 90 days after tile date of publica-
tion in the Federal Register of regulations issued un(ler tlihe authority
of section 614 as amended by this bill.

Subpalragral)h (IE) of section 614 (c) (3) l)ovid(es that, if tlhe
inew aggregatioll rules rile mad(le a)ppl)icable to any tIaxable year (ex-
t'il(ling any taxablle year in respect of wlllich assessment of a (deficiency
is preventedd o0n the date of enactment of this bill by anlly law or rula
ofl law) in respect; of which assessment of a deficiency resulting from
tl)e electioll is prevented on the first; day of tile first molth beginningtimore than 90 days after final regulations under section 614, as amended,
are l)published in the Federal Register or within 1 year thereafter,
assessment may nevertheless be made within 1 year after such first
(lay. Subparagraph (E) contains corresponding rules with respect
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to extending the period for claiming refund or credit resulting from
the exercise of the election. Thus, if the first taxable year to which the
election is otherwise applicable is 1954 but assessment of deficiency in
respect thereof is prevented on the date of enactment of this bill, the
election may not be made applicable with respect to 1954. If the elec-
tion is properly applicable to 1955 or a subsequent year and if assess-
ment of a deficiency in respect thereof is not prevented on the date of
enactment of this bill but is prevented on the first day of the first month
which begins more than 90 days after the regulations under the new
section 614 (c) are published or within 1 year thereafter, the election
is applicable to such year or years but assessment of a deficiency in
respect of any such year or years may be made at apy time within 1
year after such first day.

This election to apply the new aggregation rules with respect to
taxable years beginning before January 1, 1958, is available with re-

spect to the operating mineral interests which constitute each operat-
ing unit. Thus, with respect to such years, a taxpayer may elect to
apply the new aggregation rules to all of his interests in one operatingunit and elect to treat all of his interests in another operating unit
in accordance with section 614 (b) of existing law; but no aggregation
or aggregations of interests within an operating unit may be made
based upon a combination of the rules provided for in the new
section 614 (c) and in section 614 (b) of existing law. If, for the first
taxable year beginning after December 31, 1953, and ending after
August 16, 1954, with respect to which assessment of a deficiency is not
prevented on the date of enactment of this bill, a taxpayer elects to
aggregate his interests constituting part or all of any operating
unit un(ler the provisions of the new aggregation rules provided in
section 614 (c) such election shall be binding upon tlhetaxpayer for
such first taxable years, including taxable years beginning after
December 31, 1957, except that tlihe Secretary or his delegate may
consent, to a (lil'erent treatment of any interest, with resl)ect to which
such election has been made. If, for the first taxable year beginning
after December' 31, 1953, and ending after August 16, 1954, in respect
of which assessment of a deficiency is not prevented ou the (late of
enactment; of the bill, a taxpayer makes n binding election to aggregate
his interests constituting part, or all of any operating unit under the
provisions of section 614 (b) of existing law, such election shall also
b) binding upon him for all subsequent taxable years beginning before
January J.. 1958, except to the extent that the Secretary or his dele-
gate co..'- its to a d(il'erent ti'eoalnient.. For sllch years, t-lhe tax-
payer must, make a new election pursuant to the now aggregationrulesp1)'ovid, d for in section 611 (c) (1) as amended by your com-
iittlee with respect; to such interests for taxable years beginning after
)December 31, 1957, within the time prescribed tor making such elec-
tion. Failure to make such an election within the prescribed time will
constitute an election to treat the interests as separate properties.'11he following example illustrates the application of tlhe foregoring
elections in the case of mines and other natural deposits (except oil
and gas): On January 1, 1958, a taxpayer, whlo reports his income on
a calendar-year basis, owns 20 operating mineral interests, all of which
he acquired prior to 1953. These 20 interests comprise 4 mines of 5
interests each. Two of tlese mines constitute operating unit A, and
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the remaining 2 mines constitute operating unit B. Each of these
mines was in operation on January 1, 1954, and has been in operation
ever since. Assume that the bill is enacted on September 1,
1958, and that assessment of a deficiency in respect of 1954 is
prevented by operation of the statute of limitations on that date.
Assume further that the taxpayer had previously exercised elec-
tions under section 614 (b) of existing law by aggregating 8
interests in unit A as a single property and by aggregating 6 inter-
ests in unit B as a single property; and that he used these aggrega-
tions in computing his income from such properties for 1954, 1955,
1956, and 1957. On September 1, 1958, assessment of a deficiency for
the years 1955, 1956, and 1957 was not prevented by the statute of
limitations. Assume also that the first day of the first-month which
begins more than 90 days after the date of publication of final regula-
tions under section 614, as amended, is April 1, 1959. The taxpayer's
elections under section 614 (b) of existing law for 1954 are binding
upon him for that year since assessment of a deficiency for such year
was prevented on September 1, 1958. If assessment of a deficiency
with respect to 1955 is prevented on April 1, 1959, assessment of any
deficiency resulting from the exercise of the election provided for in
section 614 (c) (3) (B) may, nevertheless, be made at any time before
April 1, 1960. Correspondingly, if credit or refund resulting from
the application of section 614 (c) (3) (B) is prevented on April 1,
1959, claian therefor may be made at any time before April 1, 1960.
If the taxpayer intends to aggregate any of his 20 interests under the
new aggregation rule provided for in section 614 (c) (1), he must
exercise his elections thereunder before April 1, 1959. I-e may, for
example, maintain his elected aggregation under section 614 (b) of
existing law witli respect to operating unit A for 1955, 1956, and
1957, elect to apply the new rule under subsection (c) (1) to aggregate
the 5 interests comprising each mine in operating unit A as a separate
property for 1958 and all subsequent years, and elect under the new
rule provided for in section 614 (c) (1) to treat the 10 interests com-
prising the 2 mines in operating unit B as a single property for 1955
and all subsequent years. On the other hand, lihe may elect, for ex-
ample, to apply the new rule provided for in section 614 (c) (1) to
treat the 5 interests comprising each of the 4 mines as a property for
1955 and all subsequent years; or he may maintain his elected aggre-
gations under existing law with respect to operating units A and B
:for 1955, 1956, and 1957, and elect to apply the new rule for 1958 and all
subsequent years to treat the 10 interests constituting each operating
unit as a property.
Section (b) of your committee's bill also provides under section

614 (c) (2), in the case of mines and other natural deposits (except oil
and gas), for an election to treat a single mineral interest as more than
one property. If a single tract or parcel of land contains a mineral
deposit which is beingextracted, or will be extracted, by means of two
or1 more mines in respect of each of which an expenditure for de-
velopment or operation has been made by the taxpayer, then the tax-
payer may elect. to allocate, under regulations prescribed by the
Secretary or his delegate, to such mines, all of the tract or parcel of
land and the mineral deposit contained therein and treat as a separate
property that portion of the tract or parcel of land and mineral de-
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posit so allocated to each mine. Each separate property so formed'
may then in turn be treated as more than one property under, but
subject to, the provisions of this new provision permitting a division
of a single mineral interest. Each separate prorprty so formed may
be aggregated with other property or properties pursuant to the
provisions relating to aggregation of properties under section 614
(c) if the latest time for exercising an election under that subsection
has not expired. The tax-recovery rule provided for in section 614
(c) (4) will not apply to exploration expenditures deducted with
respect to a separate property formed under the, provisions of section
614 (c) (2) which is then aggregated in accordance with the new ag-
gregation rule in section 614 (c) (1) and (3). The election provided
for in section 614 (c) (2) may not be made with respect to any property
which is a part of an aggregation formed by the exercise of the ele(-
tion under section 614 (c) (1) except with the consent of the Secre-
tary or his delegate. If a taxpayer elects, in accordance with this
new division rule, to treat a single operating mineral interest in a

single tract or parcel of land as more than one property, then, under
regulations prescribed by the Secretary or his delegate, such tract or
parcel of land and the mineral deposit representing such interest shall
be allocated in its entirety to the mines to which the election is appli-
cable. This does not mean that the taxpayer must make a complete
vertical allocation of the tract or parcel of land. If, for example, the-
taxpayer, having properly elected under this new division rule to
treat a single mineral interest as 2 properties, has or discovers a. second
mineral. deposit on the original tract, such second mineral deposit is a

separate mineral interest in a. single tract or parcel of land.
As a general rule, the election provided for in section 614 (c) (2)

to treat a single operating mineral interest as more than one property
shall lbe made, inll accordance with regulations prescribed by thle Sec-
retary or his delegate, not; later than tlihe time prescribed by law foil
filing the return (i elin(ling extensions thereof) for whichever of the.
following taxable years is the later: the first taxable year beginning
after December 31,191)7, ori the first taxable year in which the taxpayer
has made any exl)enditure for development, or operation of more. than
one mine with respect; to such interest after acquisition. Your coml-
mittee has provided, however, in section 614 (c) (3) (11) that tlhe tax-
payer may elect to apply this new division rule to any ol)erat.ing min-
erIll interest, in ae('ordalce with regulations l)res('1il(ed by tile Secre-
tary or his delegate, for whichever of thle following taxable years is the
later (excluding ally taxable, year in resl)pet of whllih an assessment
of a deficiell(y is prevented on the date of th(le enactment of the bill
by tlhe operation oof any law or ruld of law): tlhe first taxable year to
which the 1954. Code applies or the first taxable year in which expendi-
tures for dev'elol)melnt orol)eration of more than one mine in respect;
of thle propertyy are nla(le by the taxpayer after the acquisition of
the property. In no event., however, shall tlhe time for making an
election to apply this nelw division ru111e for a taxable year exp1)ire lprio
to the first day of the first month which begins more than 90 (lays after
the publication inll the Federal Register of final regulations issued
under authority ot section 614 as amended by the bill. Subparagraph
(E) of section 614, (c) (3) provides that if such rule is made appli-
cable to any taxal)le year (excluding any taxable year in respect
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of which assessment of a deficiency is prevented on the date of enact-
ment of the bill) in respect of which assessment of a deficiency result-
ing from the election is prevented on the first day of the first month
beginning more than 90 days after final regulations under this sec-
tion, as amended, are published in the Federal Register or within
1 year thereafter, assessment may nevertheless be made within 1
year after such first day. Subparagraph (E) contains correspond-
ing rules with respect to extending the period for claiming refund
or credit resulting from the exercise of the election. Any elec-
tion made under this new division rule shall be binding upon the
taxl)ayer for the taxable year and for all subsequent years except to
the extent that tile Secretary or his delegate may consent to a challge.
Subparagraph (B) of section 614 (b) (4) l)rovidles that if a taxpayer
makes an election to apply the new division rule with respect to an
interest in anll operating unit for any taxable year Ibeoginnlig before
January 1, 1958, tiny election made under section 614 (b) with respect
to any interest in such operating Ulit shall not apply :for any taxable
year for which tihe election to apply the new division rule is effective.

hIlus, if the taxpayer elects to (livide ila interest for a taxable year
)eginninglbIetfore ,Ja1nuary113 1, 1958, and also wishes to aggregate other

illt('retsts il1 the samle operating unit, lie must aggregate such interests
11l(1e1r the provisions of tle new aggregation rules contained ill section
l)4 (c) (1).
A. cse illilstratinig tie apl)plication of this election to treat a single

oleratinig lilll'iral interest as more than one property would be as
follows: A taxpayer who reports his income on a calendar-year basis
,cqluired 11 separate tracts of land in 1940 by means of 11 acquisi-
tiions. Ill 1950 lie put mines A and B into operation on tract 1 by
means of which lihe extracted mineral X from a single deposit. In
1953., a secon(ldepositt of tlhe same mineral was discovered on tract 1;
aind in 1954, thle taxpayer began extraction of the mineral in this de-
posit byin eanls of mine A, which is also employed to extract the mineral
f'omn t(he first deposit. Prior to 1953, the taxpayer also put mine C
ilto ol)erat ion extracting mineral X from a deposit underlying tracts 2
through 6 alnd mine D into operation extracting mineral X from a
(!deposit; underlying tracts 7 through 11. rTle taxpayer operates mines
A\, C(, andD1 as a lnit. Assume that tle bill is enacted on Sep-
te(ibler 1, 1958, and that the first day of the first month which be-
.illns more thl1an 90 days after the. date of publication in thle Federal
1.egister of linal regulations issued under authority of section 614,
a:.; amended, is April 1, 1959). On his return for the year 1954, in re-
spe1ct of which assessment of a. deficiency was prevented before Sep-
tember 1, 1958, the taxpayer elected under section 614 (b) of existing
law to aggregate his two interests (i. C., the interests in the first an(d
second del)osits) in tract-l with his single interests in tracts 2, 3, 4, 8,
l»nd 9 as a single property and to treat his single interests in tracts 5,
(;, 7, 10, and 1 as separate l)rolperties. Thle taxpayer used this aggre-
gation in reporting his income for 1954, 1955, 1956, and 1957. On
September 1, 1958, assessment of a. deficiency with resl)ect to the year
1.955 was not prevented but, would otherwise have become prevented
o)n March 15,19,59. If tlhe taxpayer intends to apply tlte neew aggre-
gation antld division rules in section 614 (c) with respect to the 12
interests in his 11 tracts for any taxable year he must make his elec-
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tion thereunder before April 1, 1959. Once having decided to apply
the new aggregation and division rules and having decided how he
wants to apply them, the taxpayer must also make a cnird decision on
or before April 1, 1959. He may apply these new rules with respect
to all of his properties for 1955 and all subsequent years, or he may
adhere to his previous election under section. 614 (b) of existing law
with respect; to the years 1955 through 1957, and apply the new rules
for 1958 and all subsequent years. He may not, however, apply the
rules provided for in section 614 (b) (1) of existing law as to part of
his interests in the operating unit and apply the rules in section 614 (c)
as to any of the remainder of such interests. Assume that the taxpayer
elects to apply the new division and aggregation rules for 1955 and all
subsequent years. As to dividing a single interest, lie may elect to
treat his single interest in the first deposit in tract. 1 as an interest
in tract 1 (a) and an interest in tract 1 (b) since mines A and B are
working that deposit, and he may elect to treat his single interest in the
second deposit in tract 1 as a separate property. If he so elects, no elec-
tion to aggregate any of the remaining interests in the operating unit
may be made under section 614 (b) of existing law for 1955, 1956, and
1957. Such remaining interests must either be treated as separate
properties or aggregated in accordance with the new rules provided for
in section 614 (c) as amended. If the taxpayer does not elect on or
before April 1, 1959, to aggregate the remaining interests in accordance
with the rules provided in section 61.4 (c), each such remaining interest
shall be treated as a separate property for 1955 and all subsequent
years unless the Secretary or his delegate consents to a different treat-
ment with respect to any such interest. The taxpayer may elect under
the new aggregation rule in section 614 (c), for example, to aggregate
his interest, in the second deposit on tract 1 with his interest in tract
1 (a) ; but if lie forms such an aggregation, he may not later treat
the property formed by the exercise of such an election as more than
one property without the consent of the Secretary or his delegate
since an interest which is a part of an aggregation may not be sub-
divided. If, ont.le otlier hand, he does not elect, on or before April 1,
1959, to aggregate his single interest in the second deposit with his
interest in tract 1 (a.), lie may thereafter elect, to treat such single
interest in the second deposit as 2 properties for the future taxable
year in which lie begins development of such second deposit by means
of a second mine,. Assume, for eamnple, that lie does not elect, on
or before April 1? 1959, to aggregate his single interest in the second
deposit with his interest) in tract; 1 (a) as mine A and that in 1960
hoe begins development of that part of the second. deposit underlying
tract 1 (b) through existing mine B. In his return for 1960, then,lbe
may elect to treat his single interest in such second deposit as two prop-
erties, an interest in tract 1 (c) (that part of the second deposit which
is being extracted by moans of mine A) and an interest in tract 1 (d)
(that part, of the second deposit which is being developed by means
of mine B). If the taxpayer wants to aggregate his interests in
tracts 1 (b) and (d) as mine B under section 614 (c), he must exercise
his election to do so in his return for 1960, since that is the year in
which the first development expenditure with respect to the interest
in tract 1 (d) was made. HIe may not elect, however, without the
consent of the Secretary or his delegate to aggregate his interests in
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tracts 1 (a) and (c) as mine A since the time for exercising an election
to aggregate the interests comprising mine A expired on April 1,
1959.
Under subsection (c) of your committee's bill, section. 32 of the

House bill has been retained as section 614 (d) of the code, insofar
as it relates to the treatment of operating mineral interests in the
case of oil and gas wells. Thus, in the case of oil and gas wells, a
taxpayer may treat any property (determined as if the 1939 Code
continued to apply) as if subsections (a) and (b) of section 614 of
the Internal Revenue Code of 1954 had not been enacted. If any such
treatment would constitute an aggregation under section 614 (b) of ex-
isting law, the rule provides that such treatment shall be taken into
account in applying section 614 (b) of existing law to other such
property of the taxpayer. If the taxpayer desires to treat any prop-
erty in accordance with the rules applicable under the 1939 Code,
there is no provision in section 614 (d) with respect to any tax-
able year subject to the 1954 Code which will permit the taxpayer
to treat such property in a manner inconsistent with the manner
in which it was treated under the 1939 Code. Therefore, if a tax-
payer's treatment of any property or properties for taxable years
to which the 1939 Code was applicable would have been binding
upon him for all future years but for the enactment of section 614 (a)
and (b) of the 1954 Code, his application of the rule in section 614
(d) permitting him to treat such property or properties as though
section 614 (a) and (b) had never been enacted. has the effect of
continuing the effect of his 1939 Code treatment for taxable years be-
ginning after December 31, 1953, and ending after August 16, 1954,
insofar as those properties are concerned.

If the taxpayer desires to treat any operating oil and gas property
in accordance with section 614 (b) for any taxable yearhe must make
a timely election within the time prescribed by section 614 (b) with
respect to such property for the first taxable year beginning after
December 31, 1953. and ending after August 16, 1954, in respect of
which assessment of a deficiency or credit or refund of an overpayment,
as the case may be, is not prevented by operation of any law or rule of
law. Any election under section 614 (b) shall be binding upon the
taxpayer for the year for which such election is made and for all
subsequent years, except to the extent that thle Secretary or his delegate
consents to a different treatment.
An example illustrating the application of these rules for operatingmnineraol interests in the case of oil and gas would be as follows: On

J)'anuary 1, 1954, a taxpayer who rel)orts his income on a calendar-
year basis owns 18 operating oil and gas interests, which he acquired
in 1950 and with respect to each of which liehas made exploration
expenditures. These interests are in 6 tracts of land, each of which
tracts contains 3 interests. For purposes of section 61.4 (b), the in-
terests in tracts 1, 2, and' 3 constitute operating unit A; andblle in-
terests in tracts 4, 5, and 6 constitute operating unit B. On his re-
turns for taxable years prior to 1954, the taxpayer treated the 3
interests within each tract in operating unit A as a property and
treated 2 ofthe 3 interests within each tract in operating unit B as
a property. On his return for 1954, however, lhe exercised his elec-
tion under section 614 (b) to treat as a property the 9 interests consti-
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tuting each of his 2 operating units; and these aggregations were used
in reporting his income for 1955, 1956, and 1957. Assume, for purposes
of this illustration, that regulations prescribed by the Secretary or
his delegate under section 614 (b) provide, ill effect, that the time for
making a binding election thereunder with respect to operating min-.
eral interests in the case of oil and gas shall not expire prior to Febru-
ary 1,1959. Assume further that on February 1, 1959, bhe assessment
of a deficiency is prevented for 1954. For this reason the taxpayer's
treatment of his interests for 1954 cannot be disturbed. For 1955 p.nd
all subsequent years, then, if the taxpayer desires to treat all of his
interests in either or both of his operating units under the 1939 Code
rules, he must, before February 1, 1959, revoke his election under sec-
tion 014 (b) for such years with respect to such interests. If the tax-
payer takes this action, he may not, for 1955 and all subsequent years,
trea-t such properties in a manner different from that in which he
treated then foi years prior to 1954. For example, if the taxpayer,
before February 1, 1959, revokes his election under section 614 (b) with
respect to his interests in operating unit A for 1955 and all subsequent
years, he must continue the treatment accorded such interests for years
before 1954, and must treat the 3 interests within each of tracts 1, 2,
and 3 as a separate property and may not treat only 2 of such 3 interests
as a separate property or treat each of such 3 interest asas a separate
property.

Subsection (d) of section 40 of your committee's bill contains an
amendment to section 614 (c) of thle 1954 Code, which is redesignated
by section 40 (b) of the bill as section (14 (e). Your committee has
modified the rules of existing law for the treatment. of all nonoperat-
ing mineral interests, including nonoperating mineral interests in the
case of oil and gas. Thle first sentence of section 614 (e) (1) (as
redesignated by section 40 (b) of the bill) is amended to provide
that, if a taxpayer owns 2 or more separate nonoperating mineral
interests in a single tract or parcel of land or in 2 or more adjacent
tracts or parcels of land, the Secretary or his delegate shall, on show-
ing by the taxpayer that a principal piurllpose is not the avoidance of
tax, permit the.taxpayer to treat all such mineral interests in each
separate kind of mineral deposit as one property. Tihe corresponding
provision of existing law gives the Secretary or his delegate the discre-
tionary authority to permit the aggregation of nonoperating mineral
interests but only in a case inll which the tracts containing such interests
are contiguous and only in respect of whlic tle taxlpayer mnalkes a
showing that to treat each interest as a separ,ate property would result
in undue hardship. Under existing law, tracts or parcels of land are
not considered to be contiguous if intervening mineral rights separate
them. For example, 2 tracts of land are not considered contiguous if
they are separated by a right-of-way or stream the mineral interest in
which right-of-way or stream does not properly belong in either tract.
Tlnder your committee's bill, tllis requirement of COntiguity hlas been
discarded in favor of a requirementstthat. the tracts or' parcels of land be
adjacent to each other. Thl'us under your committee's rule, the two
tracts separated by a right-o?-way or stream in the example posedwould be adjacent to each other. You'r committee does noit intend,
-however, that this exampl)le represent hlie only case in which tracts
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will be considered adjacent for purposes of this subsection. Tracts
will be considered adjacent if they are in reasonably close proximity
to each other, a determination which must tarn on the facts and
circumstances of each case. Under your committee's rule, a showing
that a principal purpose of aggregation is not the avoidance of tax
is not to be confined to a showing of an absence of overt intent. The
fact of substantial reduction of tax as such may be taken as indicative
of a purpose to avoid tax. Your committee also clarifies existing law
to permit the taxpayer to treat all nonoperating mineral interests in
each separate kind of mineral deposit as one property, provided the
requirements of section 614 (e) (1) (as redesignated by subsection
(b) of the bill) are met. This amendment with respect to the treat-
ment of nonoperating mineral interests shall apply with reIpect to
taxable years beginning after December 31, 1957, except that with
respect to any taxpayer such amendment shall, at the taxpayer's elec-
tion, apply with respect to taxable years beginning after December
31, 1953, and ending after August 16, 1954, in respect of which assess-
ment of a deficiency or credit or refund of any overpayment is not
prevented by operation of any law or rule of law.

SECTION 41. INVESTMENT COMPANIES FURNISHING CAPITAL TO
I)EVELOP1MENT CORPORATIONS

This section of the bill, which is identical with section 33 of the
H-ouse-bill, makes 2 technical amendments to section 851 (e) of the
1954 Code.
Subsection (a) of section 41 corrects an unintended change made

to the provisions of supplement Q of the Internal Revenue Code of
1939 as they were incorporated in the 1954 Code.
UnCder the 1939 Code, in order for a regulated investment company

to qualify as an investment company furnishing capital to a devel-
opment corporation, the Securities and Exchange Commission was

required to certify to the Secretary of the Treasury "not more than
G0 days" prior to the close of the regulated investment company's
taxable year that the regulated investment company was so engaged
in furnishing' capital. As that language was incorporated in sec-
tlion 8511. (e) (1) of the 1954 Code, the wording was inadvertently
changed to "not less than (0 days." Subsection (a) of section 41 of
tlie bill corrects the unintended change by striking out; "0not lefs thai
60 days" and i)sertling the language "not earlier than 6(0 dayss"
Subsection (b) of section 41 of the bill corrects a typogral)hical

error in section 851 (e) (2) of tlhe 1954 Code by changing the word
"issues" to "issuer."

SIECTION 412. T1tEA'3TME[,NT OF DIVID)ENI)S OF 1iUr!LAT'E,1) IN\'VES'rTMENT C(OM--
1PANIESW.1FOSE A.,\S,,srs CONSlIST MAINILY 01? STATE AND LOCAL OBLIIT.A-
TIIONS

liis section, for which there is no corresponding provision ill tlse
House bill, amends subchapter M of chapter 1 of tlie 1.954 Code to
il)rmit a regulated investment company, the bulk of whose assets is
i nl"stCed in State or local securities, (i. e. a municipal lo(nd fund),
*. pass on the tax-free interest it receives lomn sluchl securities (under
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sec. 103 (a) (1)) to its shareholders in the form of exempt-interest
dividends.

Subsection (a) of section 42 of the bill amends section 851 of the
1954 Code (by adding a new subsec. (f)) to permit a municipal bond
fund to meet the source of income requirements for a regulated in-
vestment company and to prescribe a new set of diversification of
asset requirements which such municipal bond funds must meet in
order to qualify for the new exempt-interest dividend treatment.
Paragraph (1) of new subsection (f) provides 3 requirements that

a, municipal bond fund must meet at the close of each quarter of the
taxable year in lieu of the diversification of assets requirements of
section 851 (b) (4). First, at least 90 percent of the value of its total
assets must be represented by cash, cash items (including receivables)
and obligations the interest on which is excludable from gross in-
come under section 103 (a) (1). Secondly, at least 50 percent of
the value of the municipal bond fund's total assets must be represented
by cash and cash items (including receivables), Government securi-
ties, and otler securities. For the purpose of the 50-percent calcu-
lation, (second requirement) "other securities" are limited in respect
of any one issuer to an amount not greater in value than 5 percent
of the value of the total assets of the municipal bond fund. Finally,
not more than 25 percent of the value of the company's total assets
may be invested in the securities of any one issuer.
A municipal bond fund may use the above three alternatives, in

lieu of the diversification of assets requirements of section 851 (b) (4)
in order to qualify as a regulated investment company only if the
amount of interest excludable (for the taxable year) from gross in-
come of the municipal bond fund under section 103 (a) (1) is greater
than 95 percent of the municipal bond fund's gross income (includ-
ing as gross income the tax-free interest and excluding from gross
income gains from sale or other disposition of capital assets).
Paragraph (2) of section 851 (b) of present law requires tlha a

corporation, to qualify as a regulated investment comp,.ny, must
derive 90 percent of its gross income from dividends, interest, and
gains from the sale or disposition of stock or securities. The newsui)section (f) (2) of section 851 has the effect of permitting a mu-
nicipal bond fund, wishing to qualify as a regulated investment conm-
pany under section 851 (f), to qualify as such if at least 90 percent of
its gross income is derived from the sources permissible under present
law or from interest otherwise excludable from gross income under
section 103 (a) (1).

Paragraphl (3) of section 851 (b) of present law requires that a

corporation to qualify as a regulated investment company must de-
rive less than 30 percent of its gross income from the sale or other
disposition of stock or securities held for less than 3 months. For
purposes of subsection (f) the term "gross incomeS' as used in section
851 (b) (3) would include interest excludable from gross income
under section 103 (a) (1).
The rules provided in paragraph (4) and (5) of section 851 (c)

of present, law are made applicable to new subsection (f).
Subsection (b) of section 42 of the bill amends section 851 (d),

relating to the determination of status of a regulated investment com-
pany, so that section 851 (d) alpo applies to a regulated investment
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company which meets the requirements of section 851 (f) in lieu of
the requirements of section 851 (b) b4)Subsection (c) of section 42 o t e bill amends section 852 (a) so
that the provisions of the 90-percent dividends-paid deduction (de-
fined in sec. 561) of present paragraph (1) thereof applies only to
regulated investment companies which do not meet the qualifications
of section 851 (f) (i. e., are not municipal-bond funds). This is
accomplished by redesignating the material presently in paragraph
(1) as subparagraph (A) and inserting the new material as subpara-
graph (B) to prescribe distribution requirements for regulated invest-
ment companies which meet the qualifications of section 851 (f) for a

taxable year. Subparagraph (B) provides that, in order to qualify
for the treatment prescribed by subehapter M, such companies (i. e.,
municipal-bond funds) must, during the taxable year, pay exempt-
interest dividends and distribute amounts which would be treated as
dividends under section 562 (b) (if the deduction for dividends paid,
under 561, were allowed) which, together, equal or exceed 90 percent
of its investment-company taxable income for the taxable year. Such
taxable income shall be determined by including in gross income inter-
est otherwise excludable from gross income under section 103 (a) (1)
and by deducting from gross income amounts disallowed under section
265 (expenses and interest relating to tax-exempt income) and section
171 (a) (2) (amortizable bond premiums). Amounts may be treated
as dividends under section 562 (b) to the extent chargeable to earnings
and profits. Thus, for the purpose of meeting tlie distribution re-

quirements, an open-end regulated investment company may include
bhat portion of any amount paid out to redeem shares presented by
shareholders desiring to withdraw which represents the shareholders'
pIro rata part of the company's income received since the last dividend
)ayment.
Subsection (d) of section 42 of the bill amends section 852 (b) (2)(D) so that the rule presently stated therein does not apply to a mu-

nicipal-bond fund meeting the requirement of section 851 (f). Thus,
for the purpose of computing investment-company taxable income,section 852 (b) (2) (D) continues to allow the dividends-paid deduc-
tion to a regulated investment company which does not meet the re-
quirements of section 851 (f). In computing the investment-com-
pany taxable income of a regulated investment company which meets
the requirements of section 851 (f), no deduction is allowed for any
distributions, since the taxable income of the company will not include
interest which is exempt under section 103 (a) (1).

Subsection (e) of section 42 of the bill creates a new paragraph (4)
under section 852 (b) of the 1954 Code to define "exempt-interest divi-
dends" and to provide for the treatment of such dividends by share-
holders. In defining the term "exempt-interest dividends," subpara-graph (A) of new paragraph (4) adopts thelio general principles andrequirements applicable under section 852 (b) (3) (C) in tlihe case of
a capital-gain dividend. Specifically, an exempt-interest dividend is
defined as any dividend or part thereof paid by a regulated investment
company and designated as such in a notice mailed to its shareholders
lnot later than 30 days after the close of its taxable year, but only
if theo regulated investment company for that taxable year meets
the requiremenfts of section 851' (f). Capital-gains dividends are
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specifically excluded from exempt-interest dividends. If the aggre-
gate amount designated as exempt-interest dividends with respect to
a taxable year of the company exceeds the investment-company tax-
able income for the taxable year (determined as provided in new sec.
852 (a) (1) (B)), the exempt-interest dividends shall be only that
proportion of the amount so designated as the amount of the invest-
ment-company taxable income, for such taxable yeari bears to the
aggregate amount so designated. The aggregate amount so desig-
hated may include exempt-interest dividends paid after the close of
the taxable year, as described in section 855.
Subparagraph (B) of new paragraph (4) of section 852 (b) pro-

vides that the shareholders of a regulated investment company which
meets the requirements of section 851 (f) shall treat exempt-interest
dividends (for all purposes of subtitle A) as an item of interest ex-
cludable from gross income under section 103 (a) (1). Among the
'purposes for which such exempt-interest dividend shall be considered
interest excludable from gross income are-

(a) the determination of gross income and taxable income;
(b) the determination of distributable net income under sub-

chapter J (trusts and estates)
(c) the allowance of, or calculation of the amount of, any

credit or deduction; and
(d). the determination of the basis of any share of stock of the

company.
Thus, the exempt-interest dividend cannot be used for purposes of the
credit, the exclusion, or the deduction for dividends received under
I'section 34, 116, or 243. Further, it is the intention of your commit-
ftee that the earnings and profits of a municipal-bond fund shall be
:adjusted (for purposes of sec. 312) for distributions of exempt-inter-
est dividends as if such dividends were not excludable from gross in-
'come of the shareholder.

Subsection (f) of section 42 of the bill makes two technical aminend-
ments to the code. First, it' adds a new subsection (c) to section 103
.of the 1954 Code to provide a cioss-reference to the proposed section
852 (b) (4)' (B). Secondly, it amends section 265 of the code (non-deductible expenses and interest relating to tax-exempt income) by
adding a new paragraph 3, which denllies a deduction for interest on
:indebtedness incurred or continued to purchase or carry stock of a
'regulated investment company for any period during which such com-
pany meets the requirements of section 851 (f).

Finally, subsection (g) of section 42 of tle bill provides that the
amendments, made by this section shall apply only with respect to tax-
able years of regulated investment companies beginning after the
date of th enactment of this bill.

SETl'ION 43. TItANSAUCIONS IN REGULAT'iI) INVE..STMENT COMPANY SIHA1lES
AItOlUND T'IME OP DISTRrIBUTING CAPITAI, GAINS DIVI)DENI)S OR EXEMLPr-
INTtrREST DIVIDENDS

This section of the bill, which corresponds to section 34 of the House.bill, amends section 852 (b) of the 1954 Code to provide a rule in
(certain cases for losses on the sale or exchange of regulated investment
·comIpany stock which the shareholder holds for less than 31 days.
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Your committee changed section 34 of the House bill to impose
restrictions comparable to the ones contained therein to shareholders
who receive exempt-interest dividends from a regulated investment
company which qualifies under section 851 (f).
Under your committee's bill (as under the House bill), if, with re-

spect to any shares of a regulated investment company that a share-
holder holds, he is required under section 852 (b) (3) (B) or (D) of
the 1954 Code to treat any amount as a long-term capital gain, and
if such share is held by the shareholder for less than 31 days, any loss
on the sale or exchange of such share shall be treated as a long-term
capital loss, but only to the extent of the amount that the shareholder
is required to treat as a long-term capital gain by subparagraph (B)
or (D) of section 852 (b) (3).
Your committee added subparagraph (B) to paragraph (5), which

the bill adds to section 852 (b). Under your committee's amendment,
if, with respect to any shares of a regulated investment company that
a shareholder holds, he is required under section 852 (b) (4) (B) to
treat any amount as an item of interest excludable from gross income
under section 103 (a) (1), and if such share is held by the shareholder
for less than 31 days, any loss on the sale or exchange of such share
shall not be recognized, but, such nonrecognition extends only to an
amount equal to the amount that the shareholder is required to treat
as exempt income by subparagraph (B) of section 852 (b) (4).
For the purpose of determining the period for which any such share

is held, your committee's bill (as did the House bill) provides that
the rules of section 246 (c) (3) of the 1954 Code (as added by sec. 20
(a) of the bill) are made applicable except that 30 (lays is substituted
for the number of days specified in such section 246 (c) (3).
The House bill provided that the amendment be made applicable

with respect to taxable years ending after November 7, 1956, but only
with respect to shares of stock acquired after November 7,1956. Your
committee kept thle H-ouse provision but changed thle effective (Iate
to 1)ecember 31, 1957.

Thle operation of subparagraph (A) of proposed section 852 (b)
(5) may be illustrated by the following example: M purchases a share
of the6 XYZ regulated investment company on .December 15, 1958, for
$20 per share. The XYZ regulated investment company declares a
cap)ital-gain dividend to shareholders of record on December 31, 1958,
of $2 per share. Ml. therefore receives a check for $2 which heJ must
treat as a gain from the sale or exchange of a capital asset held for
more than 6 months. M sells his share of stock in the XYZ company
on January 5, 1.959, for $17.50. Prior to the enactment of this sec-
tion, M would have realized a short-term cal)ital loss of $2.50. Under
thelio amendment made by section 43 of the bill, lie must treat; $2 of his
loss (an amount equal to his capital gain dividend received on the
stock) as a long-term capital loss and $0.50 as a short-terll cal)ital
loss.
The operation of subparagraph (B) ofl proposed section 852 (b)

(5) may be illustrated by the following example: N purchases a share
of the ZYX regulated investment company on December 15, 1958, for
$20 per share. For the taxable year 1958, the ZYX regulated invest-
ment company qualifies under section 851 (f) to distribute exempt,-interest dividends. The ZYX regulated investment company declares
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an exempt-interest dividend to shareholders of record on December 31,
1958, of $2 per share. N therefore receives a check for $2, which he
must treat as an item of interest excludable from gross income under
section 103 (a) (1). N sells his share of stock in ZYX on January 5,
1959, for $16.50. Prior to the enactment of this section, N would have
a short-term loss of $3.50. Under the amendment made by section 43
of the bill, $2 of his loss (an amount equal to the exempt-interest divi-
dend received on his stock) is not recognized. The remaining $1.50 is
treated as a short-term capital loss.

SECTION 44. SPECIAL METHOD OF TAXATION FOR REAL ESTATE INVESTMENT
TRUSTS

Section 44, for which there is no comparable provision of the House
bill, amends subchapter M of chapter 1 of the code by adding a part II
thereto which provides a special method of taxation for real estate
investment trusts.

Section 856 (as proposed by this section) provides a definition of
real estate investment trusts. In general terms, real estate invest-
ment trusts are defined as unincorporated trusts or associations meet-
ing certain general requirements and, in addition, meeting a series o:
requirements as to amounts of various types of gross income. The
general requirements include provisions that they be managed by one
or more trustees, that beneficial ownership be evidenced by transferable
shares or certificates of beneficial interest, and that they be a type of
organization which would be taxed as an ordinary domestic corpora-
tion in the absence of the provisions of this new part II.
Proposed section 856 also provides that qualifying real estate in-

vestment trusts meet the following requirements:
(a) The beneficial ownership must at all times during the taxable

year be held by 100 or more persons;
(b) The trust or association must be one which would not be a

personal holding company (as defined in sec. 542) if all of its gross
income constituted personal holding company income (as defined in
sec. 543);

(c) The trust must elect to be treated as a real estate investment
trust for the taxable year or must have made the election for a previ-
ous taxable year which began after December 31, 1957;

(d) The trust may not during the taxable year hold any property
primarily for sale to customers in the ordinary course of its trade or
business; and

(e) The trust must meet the gross income requirements of the new
section 856 (b).
The first three of the above requirements are similar to conditions

which must be met by regulated investment companies. The 100-or-
more-persons ownership test is substantially the equivalent of a re-
quirement which regulated investment companies must meet in com-
plying with the Investment, Company Act of 1940. The second test
which must be complied with prohibits a trust which would be a per-
sonal holding company if all of its, gross income were personal holding
company income from qualifying under section 856. Under present
law a personal holding company may not qualify as a regulated
investment company.
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The provision as to the election also is substantially the same as a
provision applying at present to regulated investment companies.
The fourth requirement, that the trust not be holding property pri-

marily for sale to customers in the ordinary course of its trade or
business, is one of the provisions in the proposed amendment designed
to make sure that the trust does not engage in an active business
enterprise.
The income requirements imposed by proposed section 856 (b), all

of which must be met by a qualifying real estate investment trust,
are divided into four categories.
The first of these tests provides that 90 percent or more of a trust's

gross income must be of the type provided if it is to qualify. The
types of income which qualify for the 90-percent test are dividends,
interest, rents from real property, gains from the sale or other dis-
position of stocks, securities, and real property (including interests in
real property and interests in mortgages on real property), and abate-
mnents and refunds of taxes on real property. This provision corre-
sponds to the present 90-percent test provided for regulated invest-
ment companies.
The second income test provided for real estate investment trusts is

entirely new; there is no corresponding provision for the regulated
investment companies. Under this test at least 60 percent of the
trust's gross income must, in one manner or another, be derived from
real property. The types of income within the 60 percent category
include rents from real property, interest on obligations secured by
mortgages on real estate, gain from the sale or other disposition of
real property (including interests in real property and interests in
mortgages on real property), dividend or other distributions -from
other real estate investment trusts qualifying under this section, gains
from the sale or other disposition of transferable shares (or certifi-
cates of beneficial interest) in such other qualifying real estate invest-
ment trusts, and abatements and refunds of taxes on real property.
The third and fourth income requirements are concerned with gains

from the sale of property. The third test provides that the short-
term gains on security sales must be less than 30 percent of the trust's
gross income. This is computed by netting gains from sales or other
dispositions of stock or securities held for less than 6 months against
losses from such sales or other dispositions. This provision is similar,although not identical, to a provision in present law applying to regu-
lated investment companies. The 30 percent in the case of the trust
applies to sales of securities held for less than 6 months, while that
for regulated investment companies applies to sales of securities held
for less than 3 months. In addition, the percentage in the case of
the trusts is applied only with respect to the extent that the short-
term gains exceed the short-term losses, while the 30 percent test in
the case of the regulated investment companies applies without the
reduction for losses.
The fourth test applies a "less than 30 percent" limitation on the

amount of gross income which may be derived from gains on the vol-
untary sale or other voluntary disposition of real property (including
interests in real property and interests in mortgages on real property)held for less than 5 years. In this case also the 30 percent test is ap-
plied only to the gains in excess of losses. This, in conjunction with
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the requirement that the trust must not hold any property primarily
for sale to customers in the ordinary course of its trade or business,
will give assurance of qualifying little if any income from trading in
real estate except sales of investment property.
In the definition of rents from real property, your committee has

made sure that transactions which might be considered active business
operations are not given the conduit type of tax treatment accorded
under this section. Consequently, "rents from real property" is de-
fined as excluding amounts derived from real property if these amounts
depend in whole or in part on the income or profits derived by any per-
son from the property. This is provided to give assurance that no
profit-sharing arrangement, provided for in the rental contract, will
in effect make the trust an active participant in the operation of the
property. Income from the operation of a store or a business prop-
erty would, of course, be, income derived from this property.
An exception to the general rule is provided for amounts based on

a fixed percentage or percentages of receipts and sales since these
are customary types of rental contracts and are not generally consid-
ered related to the profit or loss of the lessee. Generally speaking,
therefore, rents received from real estate would not be disqualified
solely by reason of the fact that the rent is based on a fixed percentage
of total receipts or sales of the lessee (whether or not adjusted for
such items as returned merchandise, or Federal, State, or local sales
taxes). It is not intended to disqualify situations where the lease
provides for differing percentages of receipts or sales from different
departments or from separate floors of a retail store, for example, so
long as each percentage is fixed at the time of entering into the lease.
However, the fact that a lease is based upon a percentage of total
receipts would not necessarily qualify the rent as "rent from real
property." Thus, for example, rent would not qualify if the lease
provides for a rental measured by varying percentages of receipts,
and the arrangement does not conform with normal business practices
where rental percentages are based on receipts, but is in reality used
as a means of basing the rent on income or profits.

Still another restriction provided in the case of "rents from real
property" excludes from the definition of that term amounts received
from any person if the trust has an interest (directly or indirectly) of
10 percent or more in the business, assets, or profits of that person.
In the case of a corporate payor, the definition excludes amounts as
rent from real property if the trust owns (directly or indirectly) 10
percent or more of the total combined voting power of all classes of
stock entitled to vote or 10 percent of the total number of shares of
all classes of stock of the corporation.

It is provided that for the purpose of the above-mentioned restric-
tions, the rules prescribed by section 318 (a) (for determining the
ownership of stock) shall apply in determining the ownership of
stock, business, assets, or net profits of any person. For purposes
of applying the section 318 (a) rule, paragraph (2) (C) of such
section shall be applied without regard to the 50-percent limitation
contained therein. This prevents the avoidance of the restrictions
described above with respect to rents from real estate through the
device of setting up a related organization. It also forecloses the
opportunity of any substantial relationship between the trust and
the business of any tenant.
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Finally, rents from real property also does not include any amount
received or accrued with respect to any real property if the trust or
association furnishes or renders services to the tenants thereof or
manages or operates such property other than through an independent
contractor from whom the trust or association itself does not derive
or receive any income. Thus, if the trust or association does furnish
any services to the tenants of the property, all of the amounts re-
ceived as rent from such property must be excluded from the term
"rents from real property."
The amendment provides (in proposed sec. 857) the conduit type

of tax treatment in the case of a real estate investment trust which
distributes at least 90 percent of the amount by which its real estate
investment trust taxable income for the taxable year exceeds the sum
of its net long-term and net short-term capital gains for such year.
Any amount in excess of the 90 percent which the trust retains, how-
ever, is subject to the regular corporate income tax.
The beneficiaries of the trust in general will continue to be taxed.

in the same manner as ordinary dividend recipients. The excess of the
net long-term capital gain over the net short-term capital loss of the
trust, however, to the extent it is distributed is free of tax at the trust
level and at the shareholder level is taxed as long-term capital gain
rather than as an ordinary dividend. This treatment corresponds to
the treatment accorded to the distributed capital gains of regulated
investment companies. The net long-term capital gains retained by
the trust are, however, taxable to such trusts as provided in section
857 (b) (3) (A). In addition, the amendment provides a limitation
on the loss on the sale or exchange of stock (or shares of beneficial
ownership) of a real estate investment trust held for less than 31
days where the shareholder (etc.) receives a capital gain dividend
from such trust. This limitation is similar to the limitation found
in section 852 (b) (5) (A), as added by section 43 (a) of this
bill.
Where more than 25 percent of the gross income of the real estate

investment trust is from rents, interest, or other nondividend in-
come, the trust beneficiary is to treat as a dividend only that por-
tion of the dividend payment he receives which corresponds to the
percentage of the trust's gross income which was attributable to divi-
dends. Any amount not treated as a dividend to the beneficiary
would not be eligible for the dividends received credit, exclusion or'
deduction, but would be taxed as ordinary income to the recipient,
If the interest and other nondividend income is 25 percent or less
of the trust's total gross income, the entire distribution to the bene-
ficiary (exclusive of capital gains dividends) is treated as if it were
the receipt of an ordinaly dividend and eligible for dividends re-
ceived credit, exclusion, or deduction.
The treatment outlined above for real estate investment trusts is

substantially that now provided in the case of regulated investment
companies, although it should be noted that the differences include
some variations in the treatment of undistributed capital gains and
the foreign tax credit.
Proposed section 859, relating to dividends paid after the close

of the taxable year, is substantially the same as section 855 of the
1954 Code except that no provision is made for the foreign tax elec-
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tion because such election is not available to a real estate investment
trust.
The amendments made by section 44 are applicable only to taxable

years of real estate investment trusts beginning after December 31,
1957.

SECTION 45. TAX ON NONRESIDENT ALIENS

This section of the bill, which is identical with section 35 of the
House bill, amends section 871 (a) and section 1441 of the 1954 Code
so as to make amounts described in section 403 (a) (2) of the 1954
Code which are considered to be gains from the sale or exchange of
capital assets subject to tax and withholding under those sections.

Section 871 of the 1954 Code corresponds to section 211 of the 1939
Code but contains several new provisions, including one pursuant to
which a nonresident alien individual not engaged in trade or business
within the United States (even though not present in the United
States during the taxable year) is subject to a tax of 30 percent upon
amounts received from sources within the United States which are
described in section 402 (a) (2) of the 1954 Code and are considered
to be gains from the sale or exchange of capital assets. Section 402
(a) (2) relates to gain recognized on certain distributions by a qualified
employees' trust where the total distributions, with respect to any
employee,.are payable to the distributed within I taxable year. The
amounts so considered to be capital gains were also made subject to
withholding of tax at source under the provisions of section 1441 (b)
and (c) (5) of the 1954 Code.
While the above-cited lump-sum distributions under a so-called

trusteed employee pension plan were made subject to tax under
section 871 (a) when received by a nonresident alien individual not
engaged in trade or business within the United States, the lump-sum
payments made to such an individual pursuant to a so-called insured
employee pension plan were not made subject to tax under section
871 (a), nor were they made subject to withholding of tax at source
under section 1441 (b) and (c) (5).

Subsection (a) of section 45 of the bill amends section 871 (a) (1)
of the 1954 Code by adding to the items which are subject to the
30 percent tax amounts described in section 403 (a) (2) which are
considered to be gains from the sale or exchange of capital assets.
This amendment is to apply to taxable years ending after the date of
the enactment of the bill.

Subsection (b) of section 45 of the bill amends section 1441 (b)
and (c) (5) of the 1954 Code in order to make amounts described in
section 403 (a) (2) which are considered to be gains from the sale or
exchange of capital assets subject to withholding in the same manner
as the amounts described in section 402 (a) (2) are subject to with-
holding under section 1441. These amendments to section 1441 are
to take effect on the day following the date of the enactment of the bill.

SECTION 46. CREDITS FOR DIVIDENDS RECEIVED AND FOR PARTIALLY
TAX-EXEMPT INTEREST IN CASE OF NONRESIDENT ALIENS

This section of the bill is the same as section 36 of the House bill,
except that the effective date has been changed so that the amend-
ments made by this section shall apply only with respect to taxable
years beginning after December 31, 1957.
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Minimum tax
Section 871 (a) of the 1954 Code imposes a tax of 30 percent of the

gross amount of certain items of income received by nonresident alien
individuals not engaged in trade or business within the United States.
This tax is imposed in lieu of the regular individual income tax im-.
posed by section 1. If the aggregate amount of those items exceeds
$15,400, then, in accordance with section 871 (b), the alien is subject
to the regular income tax imposed by section 1, but in no case may
the tax so imposed be less than the 30-percent tax which would other-
wise be imposed under section 871 (a). Thus, when section 871 (b)
(3) applies for the taxable year, the tax is 30 percent of the gross
amount of those items received during that year, even though that
amount exceeds $15,400. In such instance, the alien is subject to
tax in the same manner as in the case of the alien whose tax is imposed
under section 871 (a).
However, a nonresident alien individual whose tax is determined

in accordance with section 871 (b) (3) is now entitled to both the
dividends-received credit and exclusion, since, under the provisions
of sections 34 (e) and 116 (d) of the 1954 Code, the credit and ex-
clusion are disallowed only in the case of "a nonresident alien individual
with respect to whom a tax is imposed for the taxable year under
section 871 (a)."

Subsection (a) of section 46 of the bill strikes out the present sec-
tion 871 (b) (3) of the 1954 Code and substitutes therefor a provision
pursuant to which, in a case where the aggregate amount received
exceeds $15,400, the tax payable will be the 30-percent tax imposed
by section 871 (a) if the tax otherwise imposed by section 1 or sec-
tion 1201 (b), minus the sum of the credits against tax allowable under
sections 34 and 35, is less than an amount equal to such 30-percent tax.
Amendments to sections 34 (e) and 116 (d) of the 1954 Code are

unnecessary, since they now deny the dividends-received credit
and exclusion when the tax for the taxable year is imposed under
section 871 (a). Thus, in determining the tax payable under section
1 or section 1201 (b) pursuant to the provisions of section 871 (b),
both the credit and exclusion will be allowed, but, if the tax liability
determined in such manner (and also by taking into account the
credit allowed under sec. 35 for partially tax-exempt interest) is less
than 30 percent of the sum of the aggregate :mounts received from
the sources specified in section 871 (a) (1) and the amount of capital
gains determined under section 871 (a) (2), such 30 percent being
determined without regard to the dividends-received exclusion, then
the tax will not be imposed by section 1 or section 1201 (b) but will
be imposed by section. 871 (a) even though the aggregate amount
received exceeds $15,400. Because of the application of sections
34 (e) and 116 (d), the dividends-received credit and exclusion will
not be allowed against, or in computing, the tax so imposed by
section 871 (a).
The proposed addition to section 871 (b) provides that, for purposes

of that subsection, the expression "aggregate amount received from
the sources specified in subsection (a) (1)" is to be applied without
any exclusion under section 116 in respect of dividends received. Thus,
the exclusion will not be taken into account in determining whether the
aggregate amount received exceeds $15,400 for purposes of determining
whether section 871 (b) applies, nor will the exclusion apply when
determining the 30-percent limitation under that subsection.
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Credit jor partially tax-exempt interest
Section 35 of the 1954 Code allows a credit against the income tax

of any individual in respect of partially tax-exempt interest. Subject
to specified limitations, the credit is equal to 3 percent of the amount
of the interest included in gross income. A nonresident alien individual
not engaged in trade or business within the United States is now
entitled to the credit allowed by this section even though his tax for
the taxable year is the 30-percent tax which is imposed either because
of the application of section 871 (a), when the total income is not
more than $15,400, or because of the application of section 871 (b) (3),
when the total income exceeds $15,400.
Under the bill, the credit for partially tax-exempt interest is to be

treated in the same manner as the dividends-received credit will be
treated. To accomplish this objective, in addition to the changes
made in section 871 (b) of the 1954 Code, it is also necessary to amend
section 35 by adding thereto a new subsection (c) which provides that
the credit for partially tax-exempt interest shall not be allowed to a
nonresident alien individual with respect to whom a tax is imposed
for the taxable year under section 871 (a). Thus, the credit under
section 35 will never be allowed when the tax is imposed under section
871 (a), even in a case where the aggregate amount received exceeds
$15,400. The credit under section 35 (as well as the credit under
sec. 34) will always be allowed when the tax is imposed under section
1 or 1201 (b) pursuant to the application of section 871 (b); if the tax
liability so obtained, however, is less than the 30-percent limitation
of section 871 (b), then the provisions of section 871 (b) do not apply
-and the tax is imposed for the taxable year under section 871 (a)
regardless of the amount of income involved.
Effective date
The amendments made by this section apply only with respect to

.taxable years beginning after December 31, 1957.

SECTION 47. BASIS OF PROPERTY ACQUIRED BY GIFT

This section for which there is no corresponding provision in the
House bill amends section 1015 of the 1954 Code by adding a new
subsection (d) thereto. Under the present operation of section 1015
the basis of property acquired by gift after December 31, 1920, is the
same as it would be in the hands of the donor or the last preceding
owner by whom it was not acquired by gift. However, if such basis
(adjusted for the period before the date of the gift as provided in
sec. 1016 for depreciation, depletion, capital expenditures, etc.) is
greater than the fair market value of the property at the time of
the gift, then for purposes of determining loss the basis is such fair
market value.

Section 1015 (d) (1) (A), as added by your committee, will increase
the basis of property acquired by gift on or after the date of enactment
of the bill by the amount of the gift tax paid under chapter 12 of the
1954 Code in connection with the making of the gift. However, any
increase in basis resulting from the application of section 1015 (d) (1)(A) cannot increase the basis of the property above the fair market
value of the property at the time the gift is made. Therefore if the
adjusted basis of such property in the hands of the donor as of the time
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of the gift is an amount in excess of the fair market value of the prop-
erty at that time the provisions of section 1015 (d) (1) (A) will have
no effect on the basis of the property in the hands of the donee.
Section 1015 (d) (1) (B), as added by your committee, will increase

the basis of property acquired by gift before the date of enactment of
the bill by the amount of the gift tax paid under chapter 12 of the 1954
Code or the corresponding provisions of prior law in connection with
the making of the gift, provided the property has not been sold, ex-.

changed, or otherwise disposed of before that date. However, any
increase in basis resulting from the application of section 1015 (d) (1)
(B) cannot exceed an amount equal to the amount by which the fair
market value of the-property at the time of the gift exceeded the basis
of the property in the hands of the donor at the time of the gift.
No increase in basis is allowed under section 1015 (d) unless the

gift tax actually is paid. However, when such gift tax is paid, any
increase in basis under section 1015 (d) (1) (A) resulting therefrom
relates back to and is effective as of the date of the gift, and any increase
in basis under section 1015 (d) (1) (B) resulting therefrom is effective
as of the date of enactment of the bill.
In order to determine the amount of the increase in basis under

section 1015 (d), it is necessary to ascertain the amount of gift tax,
paid with respect to the gift. For this purpose the amount of gift tax
paid with respect to the gift is determined in the same manner in
which the amount of gift tax paid in respect of such a gift would.
be determined for purposes of the credit against the estate tax which
is authorized by section 2012 of the 1954 Code or the corresponding
provisions of prior law for gift tax paid in respect of property
included in the gross estate. Under such method where more than
one gift of a present interest in property is made to the same donee
during a calendar year, the annual exclusion applies to the first of
such transfers made in point of time. Similarly, where the donor and,
his spouse elect under section 2513 of the 1954 Code or the corres-
ponding provisions of prior law to have the gifts made by the donor
considered as made one-half by each, for purposes of the increase in
basis authorized by section 1015 (d), the amount of gift tax paid.
with respect to the gift'is the sum of the amounts of tax (computed
separately) paid with respect to each half of the gift by the donor
and his spouse.

It is immaterial whether the gift tax is paid by the donor or by
the donee. Furthermore, regardless of who pays the tax, any increase
in basis under section 1015 (d) will for purposes of section 1016 (b)
(pertaining to adjustments to a substituted basis), be treated as an

adjustment under section 1016 (a) to the property in the hands of
the donee.
The application of section 1015 (d) may be illustrated by the fol-

lowing examples:
Eaamnple (1).--A purchased property for $100,000. On January 1,

1959, at which time it has an adjusted basis of $60,000 in his hands,
A gives the property to B. The fair market value of the property
at the time of the gift to B is $78,000. A pays gift tax in the amount
of $15,000 on the gift. The basis for the property in the hands of
B, immediately after the gift, both for gain or loss on the sale of the
propl)erty is $75,000 ($60,000, A's adjusted basis, plus $15,000 gift tax
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paid on the gift). It should be noted that for purposes of section
1016 the increase of $15,000 is treated as an adjustment to the basis
in the hands of B as if B had made capital additions to the property
of $15,000.
Example (2).-The facts are the same as in example (1), with the

following additional facts. On January 1, 1960, when the property
has a fair market value of $80,000, and an adjusted basis in the hands
of B of $72,500 (B being allowed depreciation of $2,500 for 1959)-
B gives the property to C. Gift tax of $9,000 is paid on the transfer.
If an increase in the basis were allowed for the full amount of the
gift tax, the basis of the property in C's hands would be $81,500
($72,500, B's adjusted basis, plus $9,000 gift tax). However, since
such amount exceeds $80,000, the fair market value of the property
at the time of the gift, the adjusted basis of the property in C's hands
-(both for gain or loss on the sale of the property) immediately fol-
lowing the making of the gift, is limited to $80,000.
' Example (3).-Property was given by D to E on June 1, 1935, at
which time it had a fair market value of $20,000 and a basis in the
hands of D of $5,000. D paid gift tax of $4,000 on the transfer. On
December 25, 1950, E gave the property to F who still held it on the
date of enactment of the bill. The value of the property on the date
of the gift to F was $30,000 and E paid gift tax of $7,500 on the trans-
fer. Since the property was not sold, exchanged, or otherwise disposed
of by F before such date of enactment and the gift tax paid on the
transfer to F did not exceed $25,000 ($30,000, fair market value of
property at time of gift to F, less $5,000, basis of property in E's hands
at that time), the basis of the property in his hands is increased on the
date of enactment by $7,500, the amount of gift tax paid by E on the
transfer. No increase in basis is allowed for the $4,000 gift tax paid
by D on the transfer to E since E had sold, exchanged, or otherwise
disposed of the property before the date of enactment of the bill.

SECTION 48. PROPERTY ACQUIRED IN TAX-FREE EXCHANGE

Basis
Section 48 (a) of the bill, which is identical with section 38 (a) of the

House bill, amends section 1031 (d) of the 1954 Code (relating to basis
of property acquired in certain nontaxable exchanges) in order to pro-
vide the prop-r basis adjustment where loss is recognized in trans-
actions which are partially within and partially without the non-
rccognit:on provisions of sections 1031 (a) (exchanges solely in kind),
1035 (a) (certain exchanges of insurance policies), or 1036 (a) (stock
for stock of same corporation).

Section 1031 (d) corresponds in part to section 113 (a) (6) of the
1939 Code. Section 113 (a) (6) contained the general rule that the
basis of property acquired in certain nontaxable exchanges shall be the
same as that of the property exchanged, decreased in the amount of
any money received and increased in the amount of gain or decreased
in the amount of loss recognized upon the exchange. Section 1031 (d)
does not provide for adjustment in the amount of recognized loss.
However, a loss may be recognized if nonqualified property is trans-
ferred together with qualified property, and this loss must be reflected
in determining the basis of the property received.
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This may be illustrated by the following example: A taxpayer ex-
changes an apartment building with an adjusted basis of $100,000, and
a fair market value of $150,000, plus shares of stock with a basis of
$60,000 and a fair market value of $50,000, for an apartment building
with a fair market value of $200,000. Since the exchange of the stock
in part consideration for the apartment building is not within the
provisions of section 1031, the taxpayer has a recognized loss of
$10,000.
Under the present language of section 1031 (d), if the transaction

described above is not separated, for purposes of computing basis,
into the nontaxable portion (as to which basis is determined under
sec. 1031 (d)) and the taxable portion (as to which basis is determined
under sec. 1012), it could be argued that the basis of the property
received in the above example would be $160,000, the basis of the
property transferred. The correct basis of the property received is
$150,000, the basis of the property transferred decreased by the
$10,000 loss recognized. This amendment adds the phrase "or de-
creased in the amount of loss" to section 1031 (d), thereby making it
unnecessary to compute the basis of the property received by refer-
ence to two different basis provisions.
Clerical amendment

Section 48 (b) of the bill, which is identical with section 38 (b) of
the House bill, makes a clerical amendment to change the word
"paragraph" to "subsection" in section 1031 (d) of the code.
Elective date
Under section 1 (c) of the bill, the amendments apply to taxable

years beginning after December 31, 1953, and ending after August 16,
1954.

SECTION 49. INVOLUNTARY CONVERSIONS

Section 49 of the bill, which is identical with section 39 of the House
bill, amends section 1033 (a) (2) of the 1954 Code (relating to involun-
tary conversions) to provide expressly that the term "control" for
purposes of section 1033 (a) (2) and (3) means the ownership of stock
possessing at least 80 percent of the total combined voting power of
all classes of stock entitled to vote and at least 80 percent of the total
number of shares of all other classes of stock of the corporation.
Under the 1939 Code, "control" for purposes of section 112 (f),

the counterpart of section 1033 of the 1954 Code, was specifically
defined in terms of the 80 percent test. This was accomplished in
section 112 (h), which defined control for purposes of section 112.
However, these provisions have been rearranged in the 1954 Code
so that the counterpart of 112 (h) is section 368 (c) of the 1954 Code,
which by its terms does not apply to section 1033. Inadvertently,
no definition of "control" was prescribed in section 1033.
This amendment makes clear that the 80 percent test is still appli-

cable for purposes of the involuntary conversion provisions. v
Under section 1 (c) of the bill the amendment is applicable to tax-

able years beginning after December 31, 1953, and ending after
August 16, 1954.
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SECTION 50. CONDEMNATION OF REAL PROPERTY HELD FOR PRODUtCIVE
USE IN TRADE OR BUSINESS OR FOR INVESTMENT

This section, for which there is no corresponding provision in the
House bill, amends sections 1033 and 1034 of the 1954 Code.
. Under present section 1033, in order to avoid recognition of gain
on an involuntary conversion of property, the property must be con-
verted into property that is similar or related in service or use to the
converted property or, within a prescribed period of time, replaced
either with such similar property or with stock resulting in the acqui-
sition of control of a corporation owning such similar property.

Subsection (a) of this section of the bill amends section 1033 to
provide a special rule, which applies in addition to existing rules,
in cases where real property (not including stock in trade or other
property held primarily for sale) held for productive use in trade or
business or for investment is compulsorily or involuntarily converted
as a result of its seizure, requisition, or condemnation, or threat or
imminence thereof. In such cases the nonrecognition of gain provided
for in section 1033 will apply if the property is converted into or,
within the prescril)ed period of time, replaced by, property of a like
kind to be held either for productive use in trade or business or for
investment. For this purpose the term "like kind" shall have the same
meaning as it has in section 1031 of the 1954 Code.
This special rule does not apply to the purchase of stock ill the

acquisition of control of a corporation described in section 1033 (a)
(3) (A). Therefore, the rule of existing law (which requires that
the corporation must own property similar or related in service or
use) will apply in all cases where a taxpayer wishes to satisfy the
replacement requirements of section 1033 through the purchase of
stock.

Thle amendment to section 1033 applies only if the disposition of the
converted property occurs after December 31,1957.

Subsection (b) of this section of the bill amends section 1034 (i) of
the 1954 Code to provide that for purposes of section 1034, the seizure,
requisition, or condemnation of property, or sale or exchange of prop-
erty under threat or imminence thereof, if occurring after December
31, 1957, shall, at the election of the taxpayer, be treated as the sale
of such property. The election shall be made at such time and in such
manner as the Secretary or his delegate shall prescribe by regulations.

SECTION 51. PROPERTY ACQUIRED BEFORE MARCH, 1, 1913

Section 51, which is identical with section 40 of the House bill,
amends section 1053 of the 1954 Code (relating to the basis of property
acquired before March 1, 1913). Section 1053 (which corresponds to
sec. 113 (a) (14) of the 1939 Code) erroneously refers to basis deter-
mined under part IV of subchapter 0 of chapter 1 of the 1954 Code
instead of referring to subtitle A of the 1954 Code. This amendment
supplies the correct reference.
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SECTION 62. POSTPONEMENT OF GAIN FROM SALE OR EXCHANGE TG
EFFECTUATE FEDERAL COMMUNICATIONS COMMISSION POLICIES

Requirement of change of policy
Section 52 (a) of the bill, which is identical with section 41 (a)

of the House bill, amends section 1071 (a) of the 1954 Code (relating
to nonrecognition of gain or loss from sale or exchange to effectuate
policies of the Federal Communications Commission). Under the
amendment, section 1071 (a) will apply only if the sale or exchange is
certified by the Commission to be necessary or appropriate to effec-
tuate a change in a policy of, or the adoption of a new policy by, the
Commission.
Effective date
The amendment made by section 52 (a) of the bill applies with

respect to any sale or exchange after December 31, 1957.

SECTION 53. CASUALTY LOSSES SUSTAINED UPON CERTAIN UNINSURED
PROPERTY

This is a new section for which there was no corresponding section
in the House bill.
This section amends section 1231 (a) of the 1954 Code by making

it inapplicable to any loss in respect of which the taxpayer is not com-
pensated by insurance in any amount if the loss arose front fire, storm,
shipwreck, or other casualty, or from theft, and the loss occurred with
respect to property used in the trade or business or a capital asset held
for more than 6 months and held for the production of income.
Under section 1231, uninsured casualty losses on depreciable prop-

erty or real estate used in the trade or business or on capital assets
must be aggregated with various other types of section 1231 gains and
losses. If, in a particular taxable year, the recognized gains on sales
or exchanges of section 1231 property plus the recognized gains from
involuntary conversions of such property and capital assets held for
more than 6 months exceed the recognized losses from such sales, ex-

changes, and conversions, the net gain is in effect treated as a longterm
capital gain subject to reduced rates of taxation. If the losses exceed
the gains, the net loss is in effect treated as an ordinary loss deductible
from income from other sources. Consequently, whether an uninsured
casualty loss will be deducted in whole or in part against ordinary
income or against gains subject to capital gain rates will depend on
thlie overall gain or loss position of the. taxpayer under section 1231
for the taxable year.
Your committee has provided this section to separate certain unin-

sured casualty losses from the computation of section 1231 gain or loss,
but only with respect to property used in the trade or business and
capital assets held for the production of income which have been held
more than 6 months. The amendment applies with respect to, for
example, loss incurred as the result of the destruction of a taxpayer's
oil tanks which he used for oil storage in his trade or business, but on
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which he was unable to obtain insurance. On the other hand, the
amendment does not apply to loss arising from the destruction or theft
of the taxpayer's uninsured personal automobile. The amendment is
intended to benefit business taxpayers who, because of the special haz-
.ards of their business or for other reasons, carry their own insurance.
As compared with business taxpayers who carry insurance with out-
:side insurance companies and can deduct the net premium costs of such
insurance as ordinary business expense, the self-insured taxpayer can-
not deduct amounts set aside in reserves to cover the contingency of a
casualty loss. In the eventuality of such loss, it may be recognized as
a capital rather than an ordinary loss deduction, depending on the
overall gain or loss position of the taxpayer in the particular taxable
year. Under this amendment, net gains with respect to section 1231
property continue to be treated as capital gains, but the casualty losses
to which the amendment applies are fully deductible against ordinary
income under section 165 of the 1054 Code.
The amendment made by this section is to apply with respect to tax-

.able years begining after December 31,1957.

SECTION 54. BONDS ISSUED AT DISCOUNT

This section, which corresponds to section 42 of the House bill,
,amends section 1232 (a) of the 1954 Code, relating to bonds and other
evidences of indebtedness.
Under section 1232 (a) (2) (A), in the case of the sale or exchange

of bonds or other evidences of indebtedness which are issued with an
"original issue discount," any gain realized, to the extent it does not
.exceed an amount which beartie-same ratio to the "original issue
discount" as the number of complete months that the bond or other evi-
dence of indebtedness was held by the taxpayer bears to the number of
complete months from the date of original issue to the date of maturity,
is to be considered as gain from the sale or exchange of property which
is not a capital asset.
Under the amendment made by section 42 (a) of the House bill, any

gain realized, to the extent it does not exceed an amount equal to the
"original issue discount," is to be considered as gain from the sale or
exchange of property which is not a capital asset. The amendment
was to be effective for taxable years ending after November 7, 1956, but
only with respect to dispositions of bonds after that date.
Your committee has adopted a provision applying the House rule

only where the taxpayer is unable to make a reasonable showing that
there was no collusion involved in connection with the original issu-
ance of the particular bond. To do this, your committee has provided
that, to the extent of the "original issue discount," ordinary income
will be realized from the disposition of a bond or similar property at
a gain unless there was, at the time of original issue, no intention to
call the particular bond at an early call date. Where there was no
such intention, the rule which is in the present provisions of section
1232 (a) is to be applied.
The taxpayer acting in good faith should have little difficulty in

showing facts which adequately negative the possibility of collusion,
although your committee realizes that this may often necessitate
.,demonstrating the lack of collusion by indirect evidence. For ex-
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.ample, the fact that the issue price and term of the bond appear to be
reasonable, taking into account the interest rate, if any, on the bond,
for a corporation in the financial condition of the issuer at the
time of issue should be given considerable weight in negativing the
likelihood of a collusive arrangement. Furthermore, the fact that
the taxpayer and the corporation are not related within the mean-
ing of section 267 (b) and have not engaged in transactions with
.each other (other than concerning the bond) is entitled to very
great weight in the taxpayer's favor for the purpose of showing
-that there was no intention, at the time of issue, to have the particular
bond called early. Other circumstances which strongly tend to nega-
tive a collusive intention to call the particular bond early are (1) the
lack of relationship and transactions between the taxpayer and the
officers and directors of the issuing corporation, and (2) the fact that
the officers and directors of such corporation at the-time of issue of the
bond are different than those in control at the time the bond is called or
the taxpayer disposes of it.
On the other hand, your committee realizes that a showing of a lack

,of intent, at the time of issue, to call a particular bond early may also
be shown directly in some cases. In addition, your committee believes
that whether or not the bond is issued with provisions for calling it
early on its face is of no particular significance in itself in making a
satisfactory showing with respect to the absence of an intention to
.call it early.

Your committee has also changed the effective date of this section
.of the bill by making it effective with respect to taxable years ending
after December 31, 1957, but only as to dispositions made after that
date.

SECTION 55. BONDS WITH COUPONS DETACHED

This section, except for changes in the dates of purchase which
determine whether section 1232 (c) (1) or section 1232 (c) (2) applies
to gain on the sale of certain bonds, is identical with section 43 of the
House bill.

Section 55 of the bill amends section 1232 (c) of the 1954 Code
(relating to bonds with excess number of coupons detached). At
present, section 1232 (c) does not apply unless coupons maturing
more than 12 months after the date of purchase are detached. The
amendment provides that bonds purchased after December 31, 1957,
with any unmatured coupons detached, if subsequently sold at a gain,
shall be considered to give rise to ordinary income to the extent that
the gain realized does not exceed the excess of the fair market value
(determined as of the time of purchase) of the bonds with all coupons
attached over the purchase price of the bonds. As under existing
section 1232 (c), the date of issue of the bonds is immaterial for this
purpose.

In addition to the change in section 1232 (c) explained above, two
clarifying changes have been made. The first of these is the insertion
of a parenthetical expression which makes it clear that the provision
also applies to gain realized by a person whose basis is determined by
reference to the basis of the bond in the hands of a purchaser who
acquired it with unmatured coupons detached.
The other clarifying change is the replacement of the word "retire-:ment" in the latter part of the subsection with the words "sale or
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exchange." The effect of this change is to clarify the applicability
of section 1232 (c), as it was not intended to be limited to gain upon
the retirement of an obligation. Since section 1232 (a) (1) provides
in effect that retirement shall be deemed an exchange, the words
substituted for the word "retirement" make subsection (c) applicable
whether gain arises from the sale, exchange, or retirement of an
obligation.
A change has been made in the heading for the subsection consistent

with the amendments proposed.
Under section 1 (c) of the bill, the amendment made by section 55

of the bill is to apply to taxable years b}^innin-' after December 31,
1953, and ending after August 16, 1954.

SECTION 66. SHOR' SALES

This section, which corresponds to section 44 of the House bill,
amends section 1233 of the 1954 Code, relating to gains and losses
from short sales.
Under present law, as the result of section 1233 (a) of the code, the

special holding period provisions of section 1233 (b) are not applicable
to a short sale which is closed with property which is not a capital
asset. In the case of a dealer in stock who closes a short sale with
stock held for sale to customers, the holding period of substantially
identical stock which he holds as an investment (rather than for sale
to customers) is not affected, unlike the holding period of similar
stock held by an ordinary investor.

Subsection (a) of the House bill added a fourth paragraph to sec-
tion 1233 (e) to provide that in the case of a dealer in securities who
sells a security short and closes such sale more than 20 days later,
the holding period of substantially identical property which he has
held in his investment portfolio for less than 6 months shall be con-
sidered to begin on the date of the closing or the date on which he
disposes of the substantially identical property, whichever occurs
first. In addition, the paragraph provided that the last sentence of
section 1233 (b), 'providing that an option to sell at a fixed price is
a short sale and that the exercise or failure to exercise such an option
is a closing of a short sale, was to apply in determining whether or
not a dealer had made a short sale. Your committee has rewritten
this subsection to restrict its application to stock, but including not
only shares or certificates of stock, but also bonds convertible into
stock and any evidences of interests in, or rights to subscribe to or
purchase, stock or convertible bonds.

Subsections (b) and (c), except for the change in the effective date,
are identical with the corresponding provisions of the House bill.

Subsection (b) of section 56 of this bill adds a new subsection (g)
to section 1233 of the code to exclude hedging transactions in com-
modity futures from the operation of section 1233 entirely. Section
1233 (a) now excludes such hedging transactions from the rule of that
subsection, which provides for capital gain or loss treatment if the
property used to close a short sale is a capital asset in the hands of the
taxpayer.
Your committee has changed the effective date provision relating

to section 1233 (e) (4) to short sales made after December 31, 1957,
instead of October 24, 1956, as provided in the House bill. The

206



TECHNICAL AMENDMLE:NT8 ACX or 1958

clarifying amendment of subsection (b), of course, has the same effte
tive date as the bill generally.

SECTION 57. OPTIONS TO BUY OR SELL

This section is identical with section 45 of the House bill. It
arranges section 1234 of the 1954 Code (relating to options to buy or
sell) into. three subsections. The new subsection (a) provides the
general rule that gain or loss attributable to the sale or exchange of
a privilege or option to buy or sell property (or loss attributable to
failure to exercise such a privilege or option) shall be treated as gain
or loss from the sale or exchange of property which has the same
character as the property to which the privilege or option relates has in
the hands of the taxpayer, or would have in the hands of the taxpayer
if acquired by him.
The new section 1234 (b) provides that, for purposes of the new

section 1234 (a), if loss is attributable to failure to exercise a privilege
or option, the privilege or option is to be deemed to have been sold or
exchanged on the day it expired. This is merely a rearrangement of
existing law.
The new section 1234 (c) provides for exceptions to the application

of section 1234.
(1) The section is not to apply to a privilege or option which con-

stitutes property described in paragraph (1) of section 1221 of the
1954 Code (relating to stock-in-trade, etc.).

(2) The section is not to apply, in the case of gain attributable to
the sale or exchange of a privilege or option, to any income derived in
connection with such sale or exchange which (without regard to sec.
1234) is treated as other than gain from the sale or exchange of a
capital asset. Under this exception, for example, to the extent that
gain on the sale or exchange of an option to purchase stock is in the
nature of compensation to an employee, such gain is not to be treated
as capital gain merely because the stock, if acquired, would be a
capital asset in his hands. Similarly, section 1234 does not apply to
the extent that the option is treated as section 306 stock the disposition
of which would result in ordinary income. A third example of the
application of the new section 1234 (c) (2) is that, by reason of this
paragraph, section 1234 is not to apply to the extent that gain is a
distribution of earnings and profits taxable as a dividend.

(3) This section is not to apply to a loss attributable to failure to
exercise an option described in se'dtion 1233 (c) of the 1954 Code
(relating to certain short-term, fixed-price options to sell). This
exception to the application of section 1234 is contained in the existing
provisions of section 1234.

(4) This section is not to apply to gain attributable to the sale or
exchange of a privilege or option acquired by the taxpayer before
March 1, 1954, if such privilege or option is a capital asset in the
hands of the taxpayer. It will be noted that this exception deals only
with gain, and does not apply to losses.
Under section 1 (c) of the bill, the amendment made by section 57

of the bill is to apply to taxable years beginning after December 31,
1953, and ending after August 16, 1954.
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SECTION 568. SALE OR EXCHANGE OF PATENTS

This section of the bill, which corresponds to section 46 of the House
bill, amends section 1235 of the 1954 Code (relating to the sale or ex-
change of patents). The House bill provided that, for purposes of
section 1235, section 267 (c) should be treated as defining the family
of an individual to include only his spouse, ancestors and lineal des-
cendants and that the phrase "50 percent or more" in section 267 (b)
should be changed wherever it appeared to "25 percent or more."
Your committee bill eliminates the latter provision of the House bill,
but retains the former provision.

Section 1235 (a) of the 1954 Code provides, in certain cases, that a
transfer of rights to a patent is to be considered the sale or exchange
of a capital asset held for more than 6 months. Section 1235 (d) pro-
vides that section 1235 (a) is not to apply to any sale or exchange be-
tween an individual and any other related person (as defined in section
267 (b) of the 1954 Code), except brothers and sisters, whether by the
whole or half blood. Section 267 (b) of the 1954 Code refers to mem-
bers of a family (as defined in section 267 (c) (4)), to certain corpora-
tions more than 50 percent in value of the outstanding stock of which
is owned (directly or indirectly) by or for the same person, and to
certain other persons. Section 267 (c) (4) (relating to constructive-
ownership of stock) provides that the family of an individual shall
include only his brothers and sisters (whether by the whole or.half
blood), spouse, ancestors, and lineal descendents.
Under the amendment made by section 58 of the bill, section

1235 (d) provides that section 1235 (a) shall not apply to any transfer,.
directly or indirectly, between persons specified within any one of the
paragraphs of section 267 (b). However, in applying section 267 (b)
and (c) for purposes of section 1235, paragraph (4) of section 267 (c) is
to be treated as providing that the family of an individual is to include
only his spouse, ancestors, and lineal descendants.

flnder section 1 (c) of the bill, the amendment made by section 58
of the bill is to apply to taxable years beginning after P:eember 31,
1953, and ending after August 16, 1954.

SECTION 59. REAL PROPERTY SUBDIVIDED FOR SALE

This section is identical with section 47 of the House bill.
Section 1237 (a) (1) of the 1954 Code (relating to real property

subdivided for sale) was intended to deny the benefits of the section
both in the case of real property which had previously been held by
the taxpayer for sale to customers and in the case of real property
sold or exchanged in the same taxable year in which the taxpayer holds
other real property for sale to customers. To make this clear, section
69 of the bill amends section 1237 (a) (1) to replace the disjunctive
word "or" by the conjunctive word "and".

SECTION 60. GAIN FROM SALE OF CERTAIN PROPERTY BETWEEN SPOUSES
___ ETC.

This section, which is identical with section 48 of the House bill,
provides that section 1239 of the code shall apply only with respect
to gain arising from a sale or exchange made after May 3, 1951.
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Section 1239 of the 1954 Code (relating to gain from sale of certain'
property between spouse, or between an individual and a controlled
corporation) continues without substantive change section 117 (o).
of the 1939 Code. However, section 117 (o) was made applicable by
section 328 (b) of the Revenue Act of 1951 only with respect to sales.
or exchanges made after May 3, 1951. The amendment made by
section 60 of the bill makes it clear that section 1239 of the 1954 Code
applies only to gain arising from a sale or exchange made after May 3,.
1951.

SECTION 01. SMALL BUSINESS INVESTMENT COMPANIES

This section of the bill, for which there is no corresponding provi-
sion in the House bill, provides special rules with respect to losses on
the stock of small business investment companies operating under the-
Small Business Investment Act of 1958 and with respect to losses of,
and dividends received by, such companies.

Subsection (a) of section 61 amends part IV of subchapter P of
chapter 1 of the 1954 Code, which part contains special rules for de-
termining capital gains and losses, by adding at the end thereof new'
sections 1242 and 1243.
The new section 1242 provides that if a loss is on stock of a small

business investment company operating under the Small Business:
Investment Act of 1958, and such loss would (but for the provisions.
of new sec. 1242) be a loss from the sale or exchange of a capital assets
then such loss shall be treated as a loss from the sale or exchange of'
property which is not a capital asset. Thus, the new section 1242'
provides ordinary loss treatment on the stock of small business invest-
ment companies for losses which would otherwise be considered capi-
tal losses. Any amount of such loss treated by reason of section 1242'
as a loss from the sale or exchange of property which is not a capital'
asset is treated, for purposes of section 172 of the code, which relates-
to the net operating loss deduction, as a loss attributable to a trade or-
business of the taxpayer. Accordingly, section 172 (d) (4), relating
to nonbusiness deductions of taxpayers other than corporations and
limiting the effect of such deductions in the computation of the net
operating loss to be carried back or forward to other years, is rendered'
inapplicable to such losses.
The new section 1243 provides that if a small business investment

company incurs a loss on convertible debentures acquired pursuant to
section 304 of the Small Business Investment Act of 1958, and such.
loss would (but for sec. 1243) be a loss from the sale or exchange of a
capital asset, then such loss shall be treated as a loss from the sale or
exchange of property which is not a capital asset. Convertible deben-
tures, for purposes of section 1243, include stock received pursuant to.
a conversion privilege.

Subsection (b) of section 61 amends section 243 of the code to pro-
vide for a 100-percent dividend received deduction (in lieu of the 85-
percent deduction allowed corporations generally) in the case of divi-
dends received by a small-business investment company from a domes-
tic corporation which is subject to taxation under chapter 1 of the,
code.
The amendments made by this section apply with respect to tax-

able years beginning after the date of enactment of this bill.
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8ECTION 62. AMOUNTS RECIVED AS DAMAGES FOR INJURIES UNDER THE
ANTITRUST LAWS

This section, for which there is no corresponding provision in the
House bill, renumbers section 1306 of the Internal Revenue Code of
1954 as 1307 and adds a new section 1306. Such new section provides
that if an amount representing damages is received or accrued by a
taxpayer as a result of an award in, or settlement of, a civil action
brought under the provisions of section 4 of the Clayton Act for in-
juries sustained by the taxpayer under the antitrust laws, then the tax
attributable to the inclusion of such amounts in gross income in the
taxable year of receipt or accrual shall not exceed the aggregate of the
increases in tax which would have resulted had such amount been
received ratably over the period during which such injuries were sus-
tained by the taxpayer. If the civil action resulting in the award of
damages establishes the period during which the injuries were sus-
tained by the taxpayer, the amount received or accrued by the tax-
payer shall generally be allocated ratably over such period. If the
period during which the injuries were sustained is not established in
the civil action, such period is to be determined upon the basis of the
facts of the particular case.
In determining the amount of tax attributable to the award of

damages, the taxpayer is required to make two computations. One
computation is based upon including the entire amount of the award
in the taxpayer's gross income for the taxable year of receipt or ac-
crual. The other computation is based upon allocating the award so
that a proportionate part of such award is included in gross income
for each taxable year during which injuries were sustained by the tax-
payer. The lesser tax resulting from these two computations is the
amount of tax which is attributable to the inclusion of the amount
of the award in gross income for the taxable year of receipt or accrual
under the operation of the new section.
The new section applies to any amount which represents damages re-

ceived as a result of the bringing of a civil action under section 4 of
the Clayton Act whether such amount is received as a result of an
award in such civil action or as a result of the settlement of such civil
action after the commencement of the action. Thus, the new section
applies to any amount awarded pursuant to a decree 6r judgment or
a consent decree or judgment as a result of a civil action under section
4 of the Clayton Act, and also applies to any amount received or ac-
crued pursuant to a settlement of such action (after commencement
of the action) regardless of whether such amount is received or ac-
crued after a decree or judgment has been entered or in a case where
no decree or judgment has been entered. For the purpose of the new
section, the term "damages" includes treble damages awarded under
section 4 of the Clayton Act.

Subsection (c) of this section of your committee bill provides that
the new section 1306 will apply to taxable years ending after the date
of enactment of the bill, but only with respect to amounts received
or accrued after such date as a result of awards or settlements made
after such date.
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SECTION 63. MITIGATION OF FFTAOF LrITATIONS

This section, which corresponds to section 49 of the House bill, con-
tains amendments to sections 1312 and 1314 of the 1954 Code relating
to the mitigation of the effect of the statute of limitations in certain
cases.

Section 63 (a) of your committee's bill amends section 1312 of the
1954 Code (relating to circumstances of adjustment) by renumbering
paragraph (6) as (7), and by inserting after paragraph (5) a new
paragraph (6) to provide for an adjustment under section 1311 in a
case in which a determination (as defined in sec. 1313 (a)) allows or
disallows a deduction (including a credit) in computing the taxable
income (or as the case may be, net income, normal tax net income,
or surtax net income) of a corporation, and a correlative deduction
or credit has been erroneously allowed, omitted, or disallowed, as the
case may be, in respect of a related taxpayer described in section
1313 (c) (7).

Section 63 (b) of your committee's bill adopts the amendment made
by section-49 of the House bill to the second sentence of section
1314 (c) of the 1954 Code (relating to adjustment unaffected by other
items) to strike from that sentence the following phrase: "Other than.
in the case of an adjustment resulting from a determination under
section 1313 (a) (4), the" and inserting in lieu thereof "The."
Except for this phrase, the second sentence of section 1314 (c) is

substantially the same as the second sentence of section 3801 (e) of
the 1939 Code. The purpose of the respective sentences is to preclude
both the taxpayer and the Government from recovering the amount
of any adjustment, if paid, by claim or suit for refund or suit for
erroneous refund, as the case may be, unless such action is based solely
on the item which was the subject of the adjustment.
The deleted phrase was included in section 1314 (c) of the 1954

Code because it was then thought to be necessary in view of the pos-
sibility of an alteration or revocation of a determination described
in section 1313 (a) (4). However, section 1314 (b) contains the
necessary authority to redetermine the tax consequences resulting from
an alteration or revocation of such a determination, and the presence'
of the deleted phrase may create the implication that the treatment
of other items in the closed year may be corrected when the deter-
mination is under section 1313 (a) (4). This result would be in-
consistent with the treatment accorded adjustments made pursuant
to other forms of determinations described in section 1313 (a), and
was not intended.
The amendments made in this section apply to determinations made

after November 14, 1954 (90 days after the enactment of the 1954
Code, or the effective date of secs. 1312 and 1314).
SECTION 64. COMPUTATION OF TAX WHERE TAXPAYER RESTORES

SUBSTANTIAL AMOUNT HEIL', UNDER CLAIM OF RIGHT

This section, which corresponds to section 50 of the House bill,
amends section 1341 of the 1954 Code in several respects. The
House bill added a new paragraph (3) to section 1341 (b), in order
to obviate the following problem:
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Under section 1341, if the taxpayer included an item in gross income
in 1 taxable year because it appeared that he had an unrestricted right
to such item, and in a subsequent taxable year becomes entitled to a
deduction (in excess of $3,000) because it is established that he did
not have an unrestricted right to the item or a portion thereof, the
tax for the year of restoration is the lesser of either (1) the tax for
that year computed with the deduction, or (2) the tax for that year
computed without such deduction reduced by the decrease in tax for
the prior year which would result from the removal of the item from
gross income for the prior year.

Existing law does not, however, make it clear that, if the tax for
the year of restoration is computed under method (2) described above,
the deduction is not to be taken into account, for example, in com-
puting a net operating loss for the year of restoration or in comput-
ing carrybacks or carryovers from such year. For purposes of clarity,
the amendment made by subsection (d) of this section, which sub-
section is the same as section 50 of the House-bill, provides that the
deduction is not to be taken into account for any purpose of sub-
title A of the 1954 Code except section 1341 in cases when the tax is
so computed.
The operation of this amendment may be illustrated by the follow-

ing example: In 1955, a corporation has taxable income of $90,000.
In 1957, it has a net operating loss of $80,000. It also develops in
1957 that $10,000 of the corporation's taxable income for 1955 is no
longer subject to its unrestricted use, and it is accordingly restored
to another person. The restored amount is available as a deduction
for 1957 (and it is assumed to be of such a nature that it would increase
the net operating loss for that year). Under section 1341 (a) (4), .the
tax for the taxable year (taking the $10,000 deduction into account)
is zero, and the net operating loss carryback to 1955 would be $90,000.
Under section 1341 (a) (5), however, without taking the deduction

into account, while the tax under section 1341 (a) (5) (A) for the year
of restoration (1957) would be zero, the decrease in tax under section
1341 (a) (5) (B) for 1955 would be $3,000. The decrease is computed
by reducing 1955 taxable income by $80,000, the amount of the net
operating loss carryback from 1957 computed without taking into
account the deduction for the $10,000 restored. The decrease in
tax resulting from excluding the $10,000 item previously included for
1955 under a claim of right is $3,000, and the entire amount constitutes
the decrease in tax under section 1341 (a) (5) (B). Taxpayer, there-
fore, becomes entitled to a refund of $3,000, the amount by which the
decrease under section 1341 (a) (5) (B) exceeds the tax of zero com-
puted under section 1341 (a) (5) (A).

This amendment made by the bill makes it clear that since the
taxpayer's tax for the year of restoration is computed under section
1341 (a) (5), the amount of the net operating loss for 1957 is $80,000,
not $90,000, because the deduction of $10,000 for the restoration
cannot be taken into account for purposes of determining such loss.
Your committee's bill makes three further amendments to section

1341. The first of these amends the last sentence of section 1341 (a).
Section 1341 (a) (5) provides for the computation of the decrease in
tax under chapter 1 of the 1954 Code (or the "corresponding provi-
rsions" of prior revenue laws) which would result solely from the
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exclusion from income of an item originally included under a claim of
right in a prior taxable year. The last sentence of section 1341 (a)
defines the "corresponding provisions" of the 1939 Code as chapter 1
thereof, other than subchapter E. This provision of present law fails
to take into account the World War II excess-profits-tax provisions.
Your committee's bill adds a provision to include in the corresponding
provisions of the 1939 Code subchapter E of chapter 2 thereof in order
to remedy this omission.

Secondly, your committee's bill contains a provision amending the
last sentence of section 1341 (b) (2). That subsection excepts from
the application of section 1341 repayments of items which were
included in gross income under a claim of right because of the disposi-
tion of stock in trade, inventory property, or property held for sale in
the ordinary course of business. Carved out of the exception are
refunds or repayments made by certain regulated public utilities,
required to be made by order of the regulatory body. The amendment
makes it clear that the refunds or repayments concerned must be
with respect to rates. In addition the special treatment of, such
refunds or repayments is extended to those required by an order
of court or which are made in settlement of litigation or under the
threat or imminence of litigation.

Thirdly, subsection (c) of this section of the bill adds a new provision
to section 1341 (b) (2) which carves out of the section 1341 (b) (2)
exception certain payments or repayments made pursuant to a price
redetermination. Where a taxpayer enters into a subcontract to
furnish items to a prime contractor or another subcontractor and the
subcontract contains a provision for price redetermination in favor of
the prime contractor or other subcontractor, the taxpayer may-be re-
quired to refund a substantial amount to the prime contractor or other
subcontractor. Since the refund is made directly to the prime con-
tractor or other subcontractor, rather than to the United States, the
taxpayer is not able to avail himself of the benefits of section 1481.
Because there accordingly remains under existing law a significant
area between section 1341 and section 1481 in which taxpayers who
receive income in one year and who are required to repay it in another
must suffer the consequences of distortion in income, your committee's
bill would permit the application of section 1341 (a) to refunds arising
out of such price redeterminations. The amendment would apply
only in cases where a refund has been made pursuant to a price re-
determination in a subcontract, the parties to the subcontract do not
bear the relationship set iorth in section 267 (b), the subcontract is
subject to statutory renegotiation and no adjustment is available
under section 1481 solely because the refund is not paid by the sub-
contractor to the United States, or any agency thereof.
The several amendments made by this section have various effec-

tive dates. Subsections (a) and (d). are to apply with respect to
taxable years beginning after December 31, 1953, and ending after
August 16, 1954, that is, in general, the 1954 Code years. The amend-
ment made by subsection (b) shall apply with respect to taxable years
beginning after December 31, 1957. The amendment made by sub-
section (c) applies with respect to taxable years beginning after De-
cember 31, 1953, and ending after August 16, 1954, provided the sub-
contract was entered into before January 1, 1958.
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SECTION 66. CLAIMS AGAINST UNITED STATES INVOLVING ACQUISITIONS
OF PROPERTY

This section, which corresponds to section 51 of the House bill,
amends section 1347 of the 1954 Code to conform it to section 106 of
the 1939 Code, which limited the surtax to 30 percent of the amount
received with respect to a claim against the United States involving
the acquisition of property and remaining unpaid for more than 16
years.

Section 65 of the bill also amends section 1347 to limit the applica-
tion of such section to claims filed with the United States before
January 1, 1958.
The first amendment made by section 65 of the bill is to apply only

with respect to taxable years beginning after December 31, 1957.
\

SBoTION 6 6. MITIGATION OF EFFECT OF PRICE REDETERMINATIONS OF
SUBCONTRACTS SUBJECT TO RENEGOTIATION

This section which has been added by your committee, amends the
Internal Revenue Code of 1954 by adding a new section 1482, relating
to the tax treatment of payments made because of price redetermina-
tions of subcontracts subject to statutory renegotiation. The amend-
ment fills a gap which exists under present law because of the limited
application of section 1481 of the 1954 Code. Section 1481 provides
relief to taxpayers whose contracts with the United States are renego-
tiated. Frequently, however, subcontracts of Government contracts
contain price redetermination provisions as between a subcontractor
and a prime contractor, or as between two subcontractors. The sub-
contractor may be required as a result of a redetermination to refund a
substantial amount to the prime contractor, or the other subcontractor.
Since the repayment is made directly to a private party to the sub-
contract, and not to the United States or an agency thereof, the pro-
visions of section 1481 generally do not apply. In the event of a
change in tax rates between the year in which an amount was originally
paid and the year in which that amount or a portion thereof is repaid
pursuant to price redetermination, distortion of the income of both the
subcontractor and the prime contractor (or other subcontractor) will
result. This section is designed to eliminate this distortion.
In contrast to provisions such as section 1341, your committee's

amendment would apply both to the payor and payee of a repayment
pursuant to a price redetermination. In the case of a payor, his tax
for the prior taxable year (or years) in which he originally received
the payment which is the subject of subsequent adjustment is recom-
puted as if the original payment did not include an amount equal to
the amount of the repayment to the other contractor. The difference
between the tax for the prior taxable year (or years) before the appli-
cation of the amendment and the tax as recomputed after the appli-
cation of the amendment will be treated as an overpayment for the.
current taxable year, that is, for the taxable year in which the repay-
ment is made. Similarly, the tax of the payee is recomputed for a
prior taxable year (or years), and any resulting deficiency shall be
collected as if it were an underpayment for the current taxable year.
Your committee's amendment would apply only to subcontracts

which are subject to statutory renegotiation under a Federal renegoti-

214



TECHNICAL AMENDMENTS ACT OF 19568

nation act and would not apply to the extent that section 1481 applies
to the amount repaid.
The amount of the repayment shall not be taken into account in a

manner which results in duplicate effect upon either the payeor or the
payee. Thus, the payor would not get a double benefit by way of
utilizing the repayment as a deduction in the year of repayment, and
the amount of the repayment could not be used to increase a net oper-
ating loss for the year. Similarly, the payee will not be subjected to
double taxation for the year of the repayment.
The amendment made by your committee by this section shall

apply only to subcontracts entered into after December 31, 1957.

SECTION 67. REVOCATION OF ELECTION PERMITTING CERTAIN PROPRIETOR-
SHIPS AND PARTNERSHIPS TO BE TAXED AS CORPORATIONS

Section 67 of the bill corresponds to section 52 of the House bill.
your committee's bill, however, omits the provision in the House bill
which would have repealed section 1361 of the 1954 Code.
Revocation of election

Section 1361 of the 1954 Code permits certain unincorporated busi-
ness enterprises to elect to be treated as domestic corporations. Sub-
section (a) of section 67 of the bill provides that a statement of election
.to be taxed as a corporation under section 1361 filed in.accordance with
regulations prescribed by the Secretary or his delegate shall be treated
as a valid election.
However, subsection (a) further provides that a valid election may

be subsequently revoked in accordance with regulations prescribed by
the Secretary or his delegate. This revocation may be made at any
time after the date of the enactment of the bill and on or before the
last day of the third month following the month in which final
regulations prescribed under section 1361 are published in the Federal
iRegister. Such revocation, if made shall be effective retroactively to
the first taxable year to which the election applied and all succeeding
taxable years to which the election applied.
Tolling of statute of limitations.
Subsection (b) of section 67 of the bill provides for a tolling of the

statute, of limitations with respect to (1) the assessment of deficiencies
attributable to an enterprise Which makes an election under section
1361, and (2) the credit or refund of any overpayments attributable
to such an enterprise. This'subsectiorn applies regardless of whether
the election is revoked pursuant to subsection (a).

Since the person concerned may lihave items of income, deduction,
or credit which are completely unrelated to the enterprise, subsection
(b) does not toll the statute of limitations for all amounts of deficien-
cies or overpayments of such persons. Subsection (b) relates only to
deficiencies or overpayments which are attributable to the enterprise;
that is, the increase or decrease in tax previously determined which
results from the correct treatment of all items which pertain to the
enterprise (with due regard given to the effect of 'the items in the
computation of gross income, taxable income, and other matters under
subtitle A of the 1954 Code).
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Under subsection (c) of section 67, the period for which the pe-
riods of limitation are tolled expires 1 year after whichever of the
following days is the earlier:

(1) The last day of the third month following the month in which
regulations prescribed under section 1361 of the 1954 Code are pub-
lished in the Federal Register.

(2) If the election is revoked under section 67 (a) of the billthe
day on which such revocation is filed with the Secretary of the Treas-
ury or his delegate.
Exception

Subsection (d) provides that section 67 does not apply to any
statement of election filed under section 1361 if such statement of
election has been withdrawn with the permission of the Secretary
of the Treasury or his delegate before the date of enactment of this
bill.

SECTION 68. ELECTION Or CERTAIN SMALL BUSINESS CORPORATIONS

This section, for which there is no corresponding provision in the
House bill, amends the Internal Revenue Code of 1954 by adding at
the end of chapter 1 a new 'subchpte'r, designated subchapter S and
composed of sections 1371 through 1377. Subchapter S is applicable
to a "small business corporation" which elects not to be subject to the
income tax imposed by chapter 1 of the 1954 Code and to the share-
holders of such corporation.
Definitions

Section 1371 (a) defines a "small business corporation" to mean a
domestic corporation which is not a member of an affiliated group of
corporations and which does not have more than 10 shareholders, have
as a shareholder a person (other than an estate) who is not an indi-
vidual, have a nonresident alien as 'a shareholder, or have more than
one class of stock. Section 1371 (b) defines an "electing small busi-
ness corporation'. to mean for any taxable year a small business corpo-
ration which has made a valid election under section 1372 (a) which
election is in effect for the taxable year in question.
Election requirements and effects
Under section 1372 (a) a small-business corporation may elect not

to be subject to the tax under chapter 1 if all of the persons who held
stock in the corporation on the first day of the first taxable year for
which the election is effective, or on the date of the election, if the
election is made after such first day, consent to the election. Thus,
an election made prior to the beginning of the first taxable year to
which it relates must be perfected by the consent of any persons who
are stockholders on the first day of such year who were not stock-
holders on the day of the election, and an election made after the'
first day of the taxable year which it affects need not have the consent
of persons whose shareholder status ceased between the first day of
that year and the date of the election.
Under section 1372 (b) (1), the effect on a small-business corpora-

tion.of a valid election is to exempt the corporaion from income tax
for any taxable year with respect to which the election is in effect alid'
to subject the corporation for those years and for all subsequent years,
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to the special rules of section 1377relating to adjustments to earnings
and profits. Under section 1372 (b) (2), the effect of a valid election
upon the shareholders of a small-business corporation is to subject
them, during years in which the corporation's election is in effect, to
the provisions of section 1373 (relating to the taxation of corporation
undistributed taxable income to the shareholders), section 1374
(allowing as a deduction to the shareholders the net operating loss of
the electing corporation), and section 1375 (containing special rules
for distributions by electing small-business corporations). As to
years covered by the election and all subsequent taxable years, section
1376 (relating to adjustment of the basis of stock of, and indebtedness
owing, shareholders) applies to the shareholders.
The new section 1372 (c) provides, generally, that the election of

a small-business corporation with respect to any taxable year is to be
made during the first month of such taxable year or during the pre-
ceding month. However, if the taxable year in question begins on or
before the date of the enactment of subchapter S, and after December
31, 1957, and ends after the enactment of subchapter S, then the elec-
tion must be made within 90 days following the date of enactment or
before the close of the corporation's taxable year, whichever is earlier.
As to such taxable years beginhiingbefore the enactment'of subchapter
S, an election may be made only if the corporation has been a small-
business corporation, as defined in section 1371 (a), at all times since
the enactment of subchapter S and before the day of the election.
Thus, a corporation which lacked the qualifications of a small-business
corporation for that portion of its taxable year prior to the enactment
of the new subchapter but did not lack such qualifications during the
remainder of such year, would be entitled to make the election pro-
vided in section 1372 (a) for such taxable year.
The new section 1372 (d) provides that an election under subsec-

tion (a) shall be effective for the taxable year of the corporation and
for all succeeding taxable years of the' corporation' with' respect to
which it is not terminated. The election, therefore, has a continuing
effect and need not be renewed annually, although annual returns of
information by the corporation are required under new section 6037.
Termination of election
An election under section 1372 (a) may be terminated by any one

of the occurrences described in paragraphs (1), (2), (3), (4), and
(5) of section 1372 (e).
Under section 1372 (e) (1), an election is terminated by the failure

of a new shareholder to consent thereto within a time to be specified
by the Secretary or his delegate. A new shareholder is a person who
was not a shareholder on the first day of the first taxable year with
respect to which the election is effective or on the day of the election
if the election was made after such first day.
Under section 1372 (e) (2), an election may be terminated by

revocation by the corporation with the unanimous consent of the
persons who are shareholders on the day of revocation. Such revoca-
tion must be made in such manner as the Secretary or his delegate
shall prescribe by regulations.
Under section 1372 (e) (3), an election terminates if the corpora-

tion ceases to be a small-business corporation. Tlihus, if an elevelint
person or a nonresident alien becomes a shareholder in the corporation,
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if a corporation, partnership, or trust becomes a shareholder, or if an-
other class of stock is issued by the corporation, the election is thereby
terminated.
Under section 1372 (e) (4) and (5), an election terminates if for

any taxable year of the corporation for which the election is in effect
the corporation has gross receipts, more than 80 percent of which are
derived from sources outside the United States or more than 20
percent of which are derived from royalties, rents, dividends, inter-
,est, annuities, and sales or exchanges of stock or securities. For pur-
poses of determining the amount of gross receipts from the sale or
exchange of stock or securities, only the gain from such sales is taken
into consideration.
The termination of an election under paragraphs (1), (3), (4), or

(5) of section 1372 (e) is effective for the taxable year of the corpora-
tion in which occur the events causing the termination, and for all
succeeding taxable years. A termination by revocation under para-
graph (2) of section 1372 (e) cannot be effective as to the first taxable
year of the corporation for which the election is effective. As to
years following such first year a revocation under paragraph (2) is
effective for the year in which it is made, if it is made during the
first month of the year, or, if it is not made during such first month,
for the taxable year following the year in which it is made, and for
all subsequent years.
Election after terination

Section1372 (f) provides that a corporation, and any successor to
such corporation, which has once made an election under section 1372
(a) cannot again make such an election for any taxable year prior to
its fifth taxable year following the first taxable year for which the
termination or revocation of the prior election is effective, unless the
Secretary or his delegate consents to such election.
Corporatiem income tamed to shareholders

Section 1373 of the new subchapter provides rules for the inclusion
of income of an electing small-business corporation in the gross income
of the shareholders of such 'corporation. In particular, the "undis-
tributed taxable income" of an electing small-business corporation is
to be included in tile gross income of such of its shareholders as were
shareholders on the last day of the taxable year of the corporation.
The amount includible in the gross income of each such shareholder is
the aipount which he would have received as a dividend if on the last
day of the taxable year of the corporation there had been distributed
pro rata to the persons who were shareholders on that date an amount
equal to the corporation's undistributed taxable income for its taxable
year. This amount is taken into income by a shareholder in his taxable
year in which or with which the taxable year of the corporation ends
and is considered to have been received on the last day of the corpora-
tion's taxable year.
The "undistributed taxable income" of a small-business corporation

is the corporation's taxable income, minus the amount of money dis-
tributed as dividends during the taxable year out of earnings and
profits of the taxable year as specified in section 316 (a) (2) of the
1954 Code. Thus, distributions in kind do not reduce "undistributed
taxable income"; nor is "undistributed taxable income" reduced by
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distributions of money which are deemed to be out of accumulated
earnings and profits. Taxable income, for purposes of the new sub-
chapter S, is determined without regard to the net operating loss
deduction of section 172 and the various special corporation deduc-
tions allowed by part VIII of subchapter B except the deduction
relating to organization expenditures provided in section 248.
Dividends actually distributed to the shareholders of an electing

small-business corporation will be taken into gross income by the share-
holders of an electing small-business corporation pursuant to section
301 of the 1954 Code, subject, however, to the special rules of section
1375 (a) providing for a degree of capital gain treatment of certain
distributions, and section 1375 (d) providing an exception for distri-
butions of previously taxed undistributed taxable income. Amounts
distributed as dividends and amounts treated as dividends under sec-
tion 1373- (b) are also subject to reallocation among members of a
family group under certain circumstances, as will be discussed below
in connection with section 1375 (c).
The operation of section 1373 may be illustrated by the following

example:
Corporation X, which qualifies as a "small-business corporation"

under section 1371 (a), has taxable income and earnings and profits
of $100,000 for a year as to which an election under section 1372 (a)
is in effect. During the year it distributes as a dividend $70,000 in
money among its 10 equal shareholders. The "undistributed taxable
income" of the corporation for the year in question is $30,000, which
amount must be taken into gross income by the shareholders in propor-
tion to their shareholdings; that is, $3,000 per shareholder.
Net operating loss allowed to shareholders

Section 1374 provides for the passthrough of the net operating loss
of an electing small-business corporation to the stockholders of such
a corporation. Under section 1374 (b) each person who was a share-
holder in such a corporation at any time during the taxable year in
which the loss was sustained is entitled to a deduction for his taxable
year in which or with which the taxable year of the corporation ends,
in the amount of his proportionate share of the corporation's loss.
Under section 1374 (d) (1) this deduction is, for purposes of chapter 1
of the 1954 Code, to be considered as a deduction attributable to a trade
or business of the shareholder. Thus, section 172 (d) (4), relating to
nonbusiness deductions of taxpayers other than corporations and
limiting the effect of such deductions in the computation of the net
operating loss to be carried back or forward to other years, is rendered
inapplicable to a shareholder's proportionate share of a small-business
corporation's operating loss.
Each shareholder's portion of the net operating loss of the electing

small-business corporation is computed, pursuant to new section 1374
(c) (1), by dividing the corporation's net operating loss by the num-
ber of days in its taxable year (thus determining the daily net operat-
ing loss of the corporation), by apportioning this amount among the
shareholders on a day-by-day basis in proportion to the number of
shares held by each shareholder on each day of the year, and by total-
ing these daily amounts as to each shareholder. For purposes of sec-
tion 1374 (c) (1), the electing small-business corporation's net operat-
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ing loss is computed as in section 172 (c), but without the deductions
provided in part VIII (except sec. 248) of subchapter B.
The amount of the net operating loss apportioned to any share.

holder pursuant to the above rule is limited under section 1374 (c) (2)
to the adjusted basis of the shareholder's investment in the corpora-
tion; that is, to the adjusted basis of the stock in the corporation
owned by the shareholder and the adjusted basis of any indebtedness
of the corporation to the shareholder. The basis of a shareholder's
stock for purposes of this limitation is determined as of the close of
the taxable year of the corporation, unless the stock is sold during the
taxable year, in which case basis is determined as of the day before the
sale. The basis of an indebtedness owing the shareholder by the cor-
poration is determined as of the close of the taxable year or, if the
shareholder sells all his stock during the year, as of the close of the
last day of the year in which the shareholder was a shareholder in the
corporation. Any adjustment to basis required by section 1376 for.
the taxable year will not be considered in determining the basis of
stock and indebtedness for purposes of the limitation imposed by-
section 1374.
The deduction allowed to the shareholders of an electing small-

business corporation on account of the net operating loss of the cor-
poration is not intended by your committee to affect the shareholders'
income tax liability for years beginning prior to the effective date
of new subchapter S. Thus in section 1374 (d) (2) it is provided
that the deduction allowed by section 1374 shall be disregarded in
determining the amount of the shareholders' net operating loss for the
taxable year of the deduction for purposes of determining the net
operating loss carrybacks to years beginning prior to January 1, 1958,
The deduction is to be given effect, however, in computing the amount
fi the shareholders' net operating loss for purposes of carrying the
same forward and backward to any year other than a year beginning
prior to January 1, 1958. For purposes of determining the amount
6f the operating loss which may be carried to such years, the loss shall.
not be diminished by income for years beginning before January 1,
1958, except to the extent that it was allowed to offset the income of
those years.
Since the not operating loss of the electing small-business corpora-

tion is allowed as a deduction directly to its shareholders, section 172 is
amended to provide that, in determining the net operating loss of any
corporation, there shall be disregarded the net operating loss of such
corporation for any taxable year for which the corporation was an
electing small-business corporation.
The operation of section 1374 may be illustrated by the following

examples:
Example (1).--Corporation X, an electing small-business cor-

poration, has a net operating loss for its taxable year ending Decem-
ber 31, 1960, of $10,000. At all times during its taxable year 1960
the corporation had as shareholders the same 10 individuals, each of
whom owned one-tenth of the stock on each day of the corporation's
taxable year. As a result of the corporation's net operating loss,each of the 10 shareholders has a $1,000 deduction for his taxable
year in which or with which the taxable year of the corporation ends,
assuming that the limitation of section 1374 (c) (2) is inapplicable.
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Eaamnple () .-Assume the same facts as in example (1) except
that A, one of the shareholders of the corporation, sells his stock to
B as of the close of business on July 1, 1960, and B holds the stock
for the remainder of the year. A and B would each have a $500
deduction resulting from the corporation's net operating loss, assum-
ing that the limitation of section 1374 (c) (2) is inapplicable. If A's
taxable year ends November 30, 1960, the $500 item will be a deduc-
tion in his taxable year ending November 30, 1961.
Example (3).-B is entitled under section 1374 to a deduction in

his taxable year ending December 31, 1958, of $6,000 resulting' from
the net operating loss of an electing small-business corporation. Dur-
ing 1958 he has a net operating loss, computed without regard to
such $6,000 deduction, of $20,000. In each of his taxable years ended
December 31, 1956, and December 31, 1957, he had taxable income of
$13,000. In each of his taxable years 1959 and 1960 he had taxable
income of $3,000. Under section 1374 (d) (2) the net operating loss
carryback from 1958 to 1956 and 1957 does not include the $6,000
deduction resulting from the loss of the sma.ll-business corporation,
so that $6,000 of taxable income remains in the year 1957 after the
carryback. For purposes of carrying the 1958 net operating loss for-
ward to 1959 and 1960, the $6,000 amount is included in the net op-
erating loss, so that the taxable income for the taxable years 1959
and 1960 is reduced to zero by the carryover. (The total taxable
income for 1956 and 1957 is deemed not to be in excess of $20,000, the
amount of the net operating loss carryback to those years.)
Special rules applicable to distributions
New section 1375 provides special rules with regard to the treat-

ment of capital gains by the shareholders of an electing small-business
corporation, the disallowance of the dividends received credit and
exclusion, the allocation of dividends among members of family
groups, and the distribution of undistributed taxable income which
has been previously taxed to shareholders.
Capital gain passthrough
Under subsection (a) of new section 1375 a shareholder may treat

as long-term capital gain that portion of any amount includible in
his gross income as dividends out of the current earnings and profits
of a small-busin-ess corporation (including amounts treated as divi-
dends under sec. 1373 (b)) which represents his pro rata share of the
corporation's excess of net long-tern capital gain over net short-term
capital loss for the corporation's taxable year. However, the amount
of the excess for any year may not, for purposes of section 1373 (a),
be an amount greater than the taxable income of the corporation for
such year. For example, if a corporation has net loil-ternm capital
gain in excess of its net short-term capital loss in tile amount of
$100,000 and taxable income and current earnings and lrofit~. each of
$80,000, it cannot, by distributing $100,000 during the year, pass down
to its shareholders $20,000 of accumulated earnings and profits at
capital gain rates.

the rule of section 1375 (a) applies only to distributions of divi-
dends out of earnings and profits of the taxable year as specified in
section 316 (a) (2) of the 1954 Code.
The pro rata share of the excess of the net long-term capital gain
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over short-term capital loss allocable to each shareholder of the cor-
poration is a fraction of such- excess the numerator of which is the
amount of dividends from the corporation out of its earnings and
profits of the taxable year includible in the gross income of the partic-
ular shareholder during the taxable year of the corporation and the
denominator of which is the entire amount of such dividends from the
corporation during its taxable year includible in the gross income of
all the shareholders. This may be illustrated by the following
example:

Corporation X, in which there are three equal shareholders, has net
long-term capital gain in excess of net short-term capital loss of
$9,000 for its taxable year ending December 31, 1959. In that year it
has taxable income and current earnings and profits in excess- of
$9,000 but makes no distributions. Of the undistributed taxable
income includible in the gross income of each of the three sharehold-
ers, pursuant to section 1372 (b), as dividends received during the
corporation's taxable year ending December 31, 1959, $3,000 is treated
as long-term capital gain.
In the event that several distributions of dividends out of the cur-

rent year's earnings and profits of an electing small-business corpora-
tion are made to a particular shareholder during the year, the amount
which is treated as capital gain to the shareholder pursuant to section
1375 (a) is to be allocated ratably to the various distributions. Thus,
if the taxable year of the corporation should include 2 taxable years
of the shareholder and in both of such years there are distributions
treated as dividends out of earnings and profits of the corporation's
taxable year as specified in section 316 (a) (2), the capital gain rule
cannot be applied so as to cause all the capital gain allocable to that
shareholder to be included in 1 of his 2 taxable years. It will be noted
in this regard that the amount of dividends from an electing small-
business corporation which constitutes capital gain to the shareholder
is based upon the taxable year of the corporation rather than that of
the shareholder. Therefore, if the corporation and a shareholder
have different taxable years, the computation of the amount of divi-
dends treated as capital gain to the shareholder during his entire tax-
able year which ends during the corporation's taxable year must await
the close of the corporation's year.
PDistributions not to be treated as dividends wnider sections 34, 37, and

116
Consistent with the theory of the new subchapter by which the cor-

porate income is taxed directly to the shareholders, section 1375 (b)
provides that amounts includible in gross income as dividends from
an electing small-business corporation shall not be considered divi-
dends for purposes of section 34 (dividends received credit), section
37 (retirement income credit), and section 116 (partial dividend ex-
clusion) to the extent that they constitute distributions not in excess
of the taxable income of the corporation for the taxable year. This
rule applies to amounts treated as dividends under section 1373 (b) as
well as to actual distributions.
Reallocation among members of family groups

Section 1375 (c) provides a special rule for the reallocation of in-
come from a small-business corporation among members of a family
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group if the Secretary or his delegate determines that reallocation is
necessary to reflect the value of services rendered to the corporation
by such shareholders. Under this provision the Secretary or.hisdele-
gate would have authority to prevent the avoidance of tax by reallo-
eating an appropriate portion of corporate income from one member
of a family group to another member of such group who has per-
formed services for the corporation for inadequate compensation.
The definition of "family" in section 704 (e) (3) of the 1954 Code is
made applicable for purposes of this section.
Distributions of previously taxed income

Section 1375 (d) of new subchapter S provides rules whereby a
shareholder's "net share of undistributed taxable income" of an elect-
ing small-business corporation for prior years may be distributed,
under regulations prescribed by the Secretary or his delegate, to such
shareholder in a later year (with respect to which the election is still
in effect) free of dividend consequences to the shareholder. Such
a distribution is treated as a distribution which is not a dividend
and, therefore, will reduce the basis of the shareholder's stock in the
small-business corporation and, to the extent that it exceeds such
basis, will be subject to the provisions of section 301 (c) (3) of the
1954 Code. However, it will not reduce the earnings and profits
of the corporation.
A shareholder's net share of previously taxed undistributed taxable

income is defined in section 1375 (d) (2) as the sum of the amounts
included in the gross income of the shareholder under section 1373
(b) for all prior taxable years, less the amounts allowable under
section 1374 (b) as a deduction from gross income of the shareholder
for all prior taxable years and the amounts previously distributed
during the taxable year and all prior taxable years to the shareholder
which, under section 1375 (d) (1) were not considered dividends.
The term "all prior taxable years" does not include a taxable year to
which the provisions of section 1375 do not apply and to taxable
years prior to such year.

Thus, under section 1375 (d) (2) a shareholder's net share of
previously taxed undistributed taxable income is computed by first
determining the total amount of the corporation's undistributed tax-
able income which has been actually included in his gross income for
all his prior taxable years in which or with which ended a taxable
year of the corporation with respect to which an election was in effect,
excluding any taxable year prior to a break in the election. The
computation would not, therefore, include any amount of undistrib-
uted taxable income prior to a year in which the election was not
in effect or any amount of undistributed taxable income which was
not in fact included in the shareholder's gross income. The second
step in the computation is the determination of the total amount of
the shareholder's portion of the corporation's net operating loss allow-
able as a deduction in prior taxable years of the shareholder in which
or with which ended a taxable year of the corporation governed by
an election, excluding years prior to a break in the election. This
amount includes all allowable deductions under section 1374 (b),
whether or not the deductions were claimed or resulted in any tax
benefit. The third step in the computation is the determination of the
total amounts previously distributed to the shareholder (in prior
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taxable years of the shareholder in which or with which ended a
taxable year of the corporation governed by an election, excluding
years prior to a break in the election, and in the current taxable year)
which under section 1375 (d) were considered distributions which
were not dividends. The sum of the shareholder's portion ofthe net
operating loss allowable as a deduction in previous years plus the
previous distributions to the shareholder which were not considered
dividends pursuant to section 1375 (d) is then subtracted from the
amount of undistributed taxable income included in the shareholder's
gross income for previous years. The difference between these
amounts represents the shareholder's net share of undistributed tax-
able income.

It will be noted that imder new section 1375 (d) an individual who
becomes a shareholder in an electing small-business corporation will
not be entitled to the benefits of section 1375 (d) until, at the earliest,
the year following a year in which he has included in his gross in-
come a share of the corporation's undistributed taxable income and
then only to the extent, at most, of his share of such undistributed
taxable income. However, if such an individual was formerly a
stockholder in the corporation during a taxable year as to which it
was an electing small-business corporation and the election has been
in effect continually since such previous year, he would be entitled to
the benefits of section 1375 (d) with respect to distributions not in
excess of amounts of undistributed taxable income of the corporation
included in his gross income for such previous year.
The operation of section 1375 (d) may be illustrated by the follow-

ing example:
Corporation X, of which B is the sole stockholder at all material

times, is an electing small-business corporation for its taxable years
ending December 31, 1958, 1959, and 1960. For its taxable year 1958
it has a net operating loss of $10,000. For its taxable year 1959 it has
undistributed taxable income of $50 000. Assuming that B properly
included in his gross income the undistributed taxable income of the
corporation for the taxable year 1959 and assuming that the 1958 net
operating loss did not exceed the -limitation imposed by section 1474
(c) (2), B's net share of the corporation's undistributed taxable in-
come as of December 31, 1959, is $40,000. On January 1, 1960, in ac-
cordance with regulations, the corporation makes a distribution to B
of $20,000 of his share of the corporation's undistributed taxable in-
come. For 1960, X corporation has a net operating loss of $40,000.
This loss, although it may be fully utilized by B as a deduction for his
taxable year 1960 does not alter the nature of the distribution made
on January 1, 1960. The $20,000 distribution is a distribution which
is not considered a dividend.
Adjustments to basis of stock and indebtedness
New section 1376 requires adjustments to the basis of stock of, and

indebtedness owing, shareholders of an electing small business corpo-
ration under certain circumstances.

Subsection (a) of section 1376 provides that, to the extent that a
shareholder in an electing small-business corporation is required to,
and in fact does, report as part of his gross income amounts includible
by virtue of section 1373 (b), the basis of such shareholder's stock in
the corporation is increased. This effect is the same as if the undis-
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tribute taxable income had in fact been distributed and then rein.
vested by theshareholder,:

Subsection (b) of section 1376 provides for tle reduction (but not
below zero) of the basis of a shareholder's stock in an electing small-
,business corporation by an amount equal to the amount of his portion
of the corporation's net operating loss for any taxable year attributa-
ble to such stock. The basis of any indebtedness of such a corporation
to its shadeholders is also reduced (but not below` zero) by such
amount, but only to the extent that such amount exceeds the basis
of the shareholder's stock in the corporation. Thus, the amount of
the portion of the net operating loss attributable to the sharehold-
er's stock is first applied in reduction of the basis of his stock and
only the remainder, if any, reduces the basis of the indebtedness.
Adjustment~ to earnin8s and profiPt

In order to avoid double taxation of the income of an electing small-
business corporation which does not distribute all of its income cur-
rently, subsection (a) of section 1377 provides that the accumulated
earnings and profits shall be reduced as of the close of the corpora-
tion's taxable year by the amount of the undistributed taxable in-
come for such year required to be included in the gross income of the
shareholders under section 1373 (b).

Subsection (b) of section 1377 provides the special rule that the
current year's earnings--and profits of a small-business corporation
which has made the election under section 1371 (b) shall not be re-
duced by any amount which is not allowable as a deduction in comput-
ing the taxable income of the corporation for the year. This rule is
necessary in order that a corporation may not decrease its current
earnings and profits by expenditures and losses which do not qualify
as deductions for Federal tax purposes, and thereby defeat the gent
-ral purpose of taxing the corporation's taxable income as dividends
to the shareholders.
Under subsection (c) of section 1377, the earnings and profits and

the accumulated earnings and profits of an electing small-business cor-
poration are not affected by any item of gross income or any deduc-
;tion taken into account in determining the amount of any net oper-
ating loss (computed as provided in sec. 1374 (c)) of such corporation.
In the absence of a statutory provision to the contrary, the earnings
and profits of the corporation would be reduced by approximately
the amount by which the corporation's deductions for the taxable
year exceeded its gross income for that year. Since this amount (ad-
justed as provided in section 1374 (c)W)would also be allowable as a
deduction to the shareholders of the corporation, and since a reduc-
tion in a corporation's earnings and profits has the potential effect
of allowing earnings to be withdrawn from a corporation in the form
of capital, a double benefit to the shareholders might result from a
net operating loss in the absence of the provisions of section 1377 (c),
Net operating l088 not available to the corporation

Subsection (b) of section 68 of the bill amends section 172 of the
1964 Code by inserting therein a new subsection (h) providing that,
in determining the net operating loss deduction of a corporation, anynet operating loss sustained by it for any taxable year in which it was
an electing small-business corporation shall be disregarded. This
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provision follows from the policy of allowing the net operating loss
of the electing small-business corporation as a deduction to the hame-
holders of such corporation.
Anual returns required
Notwithstanding the fact that an electing small-business corpora-

tion is not subject to the tax imposed by chapter 1 of the 1954 Code,
such corporation must make a return for each taxable year in accord-
ance with new section 6037 as added by subsection (c) of section 68 of
the bill. Such return will be considered as a return filed under section
6012 for purposes of the provisions of chapter 66, relating to limita-
tions. Thus, for example, the period of limitation on assessment and
collection of any corporate tax found to be due upon a subsequent
determination that the corporation was not entitled to the benefits of
subchapter S, will run from the date of filing of the return required
under the new section 6037.
Effective date
The amendments made by section 68 of the bill are effective with

respect to taxable years beginning after December 31, 1957. However,
section 1372 (c) (2) permits an election to be made only for taxable
years ending after the date of the enactment of subchapter S.

SECTION 69. PERIOD OF LIMITATION FOR FILING CLAIM FOR CREDIT
FOR STATE DEATH TAXES

This section of the bill is identical with section 53 of the House bill.
Under existing law, State death taxes generally must be paid within

4 years after the estate-tax return is filed in order to obtain credit for
such taxes for estate-tax purposes. If an extension of time is granted
to pay the Federal estate tax, the State death taxes need not be paid
until the expiration of 4 years or the period of the extension. Similarly,
if a petition for redetermination of a deficiency is filed with the Tax
Court within 90 days after notice of a deficiency is mailed, the State
death taxes may be paid within 60 days after the Tax Court's decision
becomes final. However, if the Federal estate tax is paid and a refund
claim is subsequently filed, no extension of time for payment of State
death taxes is allowed.

Subsection (a) of section 69 of the bill amends section 2011 (c) of
the 1954 Code, and subsection (b) amends section 813 (b) of the 1939
Code. These amendments extend, in cases where payment of the Fed-
eral estate tax is made and a refund claim is filed, the time in which
State death taxes may be paid and claimed as a credit for estate tax
purposes. Pursuant to these amendments, an executor who has filed
a timely claim for refund but who has not paid State death taxes
within 4 years after the estate tax return was filed would be able to
obtain credit for State death taxes if such taxes are paid (1) before the
expiration of 60 days from the date of mailing, by certified or registered
mail, by the Secretary of the Treasury or his delegate to the taxpayer
of a notice of disallowance of any part of such claim, or (2) before the
expiration of 60 days after a final decision by a court of competent
jurisdiction with respect to a timely suit instituted upon such claim,
whichever period is the last to expire.
The amendment made to section 813 (b) of the 1939 Code is appli-

cable with respect to the estates of decedents dying after February 10,
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1939, and on or before August 16, 1954; and the amendment made to
section 2011 (c) of the 1954 Code is applicable with respect to the
estates of decedents dying after August 16, 1954.

SECTION 70. ESTATE TAX IN CASE OF REVERSIONARY OR REMAINDER
INTEREST IN PROPERTY

This section of the bill, which is identical with section 54 of the
House bill, amends sections 925, 926, and 927 of the 1939 Code and
sections 2015, 6163, and 6601 (b) of the 1954 Code. Under existing
law, where a decedent possessed a reversionary or remainder interest
in property and that reversionary or remainder interest was included
in his gross estate for estate-tax purposes, the executor of the dece-
dent's estate may elect to postpone, until 6 months after the termina-
tion of the precedent interest or interests in the property, the payment
of the Federal estate tax attributable to the inclusion of the reversion.
ary or remainder interest in the gross estate. As surety for payment
of the tax at the expiration of the period of postponement, the estate
is required to file a bond. Under these circumstances, that portion of
the State or foreign death taxes which is attributable to the rever-
sionary or remainder interest, and for which a credit otherwise is
allowable under section 2011 or 2014, may be allowed as a credit
against the Federal estate tax if such portion of the State or foreign
tax is paid, and credit therefor claimed, within 60 days after the
termination of the precedent interest or interests.

In those cases where the Secretary of the Treasury or his delegate
finds that the payment of the Federal estate tax at the expiration ofthe
period of postponement will result in undue hardship to the estate,
the amendment to section 6163 of the 1954 Code would permit him to
extend the time for payment for an additional period or periods not to
exceed in the aggregate 2 years from the expiration of the period of
postponement. An example of undue hardship is a case where, by
reason of the time required to settle the complex issues involved in a
trust, the decedent's heirs or beneficiaries cannot reasonably expect to
receive the decedent's remainder interest in the trust before the ex-
piration of the period of postponement. A corresponding amendment
to section 925 of the 1939 Code extends a similar benefit to the estates
of decedents who died during the period covered by the 1939 Code.
The extensions authorized by the amendment to section 6163 and to
section 925 are applicable only if the period of postponement has not
expired prior to the date of enactment of this bill.
The amendment to section 926 injures to the Government the

right to require, in 1939 Code cases, surety for the payment of the
tax at the expiration of the hardship extension. A corresponding
amendment to the 1954 code is not needed.
-The amendment to section 6601 (b) insures, in 1954 Code cases,

that the 4-percent interest rate effective during the period of post-
ponement will continue during the period covered by the hardship
extension. A corresponding amendment to the 1939 Code is not
needed as the wording of existing law is sufficient to carry the 4-percent
rate through the period covered by the hardship extension.

In cases where a hardship extension for the payment of the Federal
estate tax attributable to a reversionary or remainder interest has
been granted by the Secretary or his delegate, the amendment to sec-
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tion 2015 of the 1954 Code (and the corresponding amendment to sec.
927 of the 1939 Code) extends to, the expiration of the period covered
by the hardship extension, the time within which State and foreign
death taxes attributable to the reversionary or remainder interest
can be paid and credit therefor claimed against the Federal estate
tax. The amendment made to section 2015 (and the corresponding
amendment to sec. 927) is applicable only if the period within which
such State and foreign death taxes otherwise could be paid and claimed
as a credit has not expired prior to the date of enactment of this bill.

SECTION 71. RETIREMENT ANNUITIES EXCLUDED FROM GROSS ESTATE

This section of the bill, which is identical with section 55 of the
House bill, amends section 2039 (c) (2) of the 1954 Code (relating to-
the exclusion of certain retirement annuity contracts from the gross;
estate). Section 2039 (c) (2) applies to annuity contracts purchased
by an employer pursuant to a nontrusteed plan which "met the re-
quirements of section 401 (a) (3)." However, for income-tax pur-
poses, a qualified nontrusteed employee annuity plan must also meet
the requirements of section 401 (a) (4), (5), and (6). This amend-
ment makes clear that the exclusion from the gross estate is restricted
to annuities purchased pursuant to plans which meet all of the require-
ments for qualification for income-tax purposes.
The amendment made by this section of the bill is to apply to.

decedents dying after December 31, 1953.

SECTION 72. GIFT TAX NOT TO APPLY TO ELECTION OF SURVIVOR
BENEFITS UNDER CERTAIN QUALIFIED PLANS

This section is identical to section 56 of the House bill except for an
amendment to subsection (c) of the bill designed to limit the effect of'
this bill to the calendar year 1955 and all calendar years thereafter.

Section 72 of the bill adds a new section 2517 to subchapter B of'
chapter 12 of the 1954 Code (relating to transfers for purposes of gift
tax). Under section 2039 (c) of the 1954 Code, the portion of the
survivor benefits payable under a qualified plan which is attributable
to the employer's contributions are excluded from the employee's gross.
estate for estate-tax purposes. The new section 2517 provides, for
gift-tax purposes, a rule which is similar to that provided by section
2039 (c) for estate-tax purposes. Under section 2517 (a), an employee.
who irrevocably exercises an election or option provided for in a
qualified plan to have certain benefits under the plan paid to a ben-
eficiary who survives him is not to be considered as having made a
gift of that portion of such survivor benefits which is attributable to
his employer's contributions under the plan. Similarly, the employee
is not to be treated as having made a gift of that portion of such
survivor benefits which is attributable to his employer's under the
plan where he fails to exercise an election or option whereby he could
prevent the vesting of these rights in a beneficiary, or where, by failure
to revoke within the necessary period, he permits a previously revo-
cable election to become irrevocable.

Subsection (b) of the new section 2517 provides that the exclusion
contained in new section 2517 (a) does not apply to that part of the
value of the survivor benefits which bears the same proportion to the
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value of the survivor benefits as the total payments or contributions
made by the employee bears to the total payments or contributions
made. The exclusion does not apply to a transfer of a right under a
qualified plan if the transfer is not pursuant to an election or option
provided for in the plan. Nor does the exclusion apply to the value
of any benefits payable to the beneficiary during the employee's
lifetime.
The principles followed under section 2039 of the 1954 Code in

connection with determining the value of survivor benefits and the
amounts of employees' and employers' payments or contributions are
equally applicable under section 2517.
As used in section 2517, the term "employee" includes a former

employee.
Under subsection (c) of section 72 of the bill the amendments made

by subsections (a) and (b) are to apply to all elections which become
irrevocable on or after January 1, 1955. Your committee has amended
subsection (c) of the House bill to provide that for calendar years.
before 1955, the determination as to whether the exercise or non-
exercise by an employee of an election or option described in section
2517 of the Internal Revenue Code of 1954 shall be considered a
transfer for purposes of chapter 4 of the Internal Revenue Code of
1939 shall be made as if this section had not been enacted and without
inferences drawn from the fact that this section is not made applicable
with respect to calendar years before 1955.

SECTION 73. OASI COVERAGE FOR EMPLOYEES OF FOREIGN SUBSIDIARIES

This section of the bill, which is identical with section 57 of the
House bill, amends section 3121 (1) (3) of the 1954 Code (relating to
agreements entered into by domestic corporations for the purpose of
extending old-age and survivors insurance coverage to service per-
formed by certain employees of foreign subsidiaries) to correct a
typographical error in the heading by changing "BE" to "BY."

SECTION 74. FEDERAL SERVICE

This section of the bill, which is identical with section 58 of the
House bill, amends section 3122 of the 1954 Code (relating to collec-
tion and payment of employment taxes with respect to Coast Guard
Exchanges) to correct erroneous references in the last sentence by
changing "this subsection" wherever found therein to "this section.'

SECTION 76. ACTS TO BE PERFORMED BY AGENTS

This section of the bill, which is identical with section 59 of the
House bill, amends section 3504 of the 1954 Code (relating to acts to
be performed by agents in the case of employment taxes) to correct
an erroneous reference to subtitle C by changing "this subtitle" to
"this title."

SECTION 76. PERSONS REQUIRED TO MAKE RETURNS

Section 76 of the bill, except for the change in the effective date,
is identical with section 60 of the House bill. This section amends
section 6012 of the 1954 Code (relating to persons required to make
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returns of income), by adding a new subsection (c), to provide that
in determining whether a taxpayer is required to file a return by
reason of having $600 or more of gross income gross income includes
earned income excludable under section 911 (relating to earned income
from sources without the United States). Thus, an individual citizen
under age 65, with $600 or more of gross income, including income
excludable under section 911, would be required to make a return
under section 6012. The administrative provisions of subtitle F
applicable to returns would generally apply in the case of returns
required by reason of the amendment. For example, a return filed
by reason of the amendment would start the running of the periods
of limitations under section 6501, and penalty provisions for failure
to file proper returns and for the filing of improper returns would
apply.
Under the amendment, earned income excludable under section

911 would constitute gross income only for purposes of the return
requirements of section 6012. The amendment would not deprive
United States citizens of the income exclusion now provided by sec-
tion 911 either in determining tax liabilities or in applying various
administrative provisions where the amount of gross income is a
relevant factor. Thus, for example, in determining under section
6501 (e) whether a taxpayer omitted an amount in excess of 25 percent
of the gross income stated in his return, the earned income excludable
under section 911 (a) would not be considered gross income.

Subsection (b) of section 76 of the bill adds a cross-reference to
section 911 directing attention to sections 601-0- 6011, 6012 (c), and
the other provisions of subtitle F for administrative and penal provi-
sions relating to the exclusion provided by section 911.

Subsection (c) of section 76 of the bill provides that the amendment
made by this section shall be applicable with respect to taxable
years beginning after December 31, 1957.

SECTION 77. ELECTION TO MAKE JOINT RETURN AFTER FILING SEPARATE
RETURN

This section, which is identical with section 61 of the House bill,
corrects an erroneous section reference in section 6013 (b) (2) (C) of
the 1954 Code (relating to limitation on election to make joint return
after filing separate return) by changing "such section" to "section
6213."

SECTION 78. RETURNS TREATED AS DECLARATIONS OF ESTIMATED TAX
BY INDIVIDUALS

Section 78 of the bill, which is identical with section 62 of the
House bill, amends subsection (f) of section 6015 of the 1954 Code
(relating to returns treated as declarations of estimated income tax
by individuals) to provide that, in the case of a taxpayer on a fiscal-
year basis, the months which correspond to those specified in such
subsection shall be substituted therefor. A similar rule was provided
by section 60 (c) of the 1939 Code.
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SECTION 79. PUBLICITY OF EXEMPT ORGANIZATION INFORMATION

This section, except for a change in an effective date, is identical
with section 63 of the House bill.
Publicity required

Section 79 (a) of the bill amends section 6104 of the 1954 Code
(relating to publicity of information required from certain exempt
organizations and certain trusts) to provide for the inspection of
certain applications for income-tax exemption under section 501 (a)
and of the papers submitted in support of such applications. If an
organization described in section 501 (c) or (d) is exempt from taxa-
tion for any taxable year, the application filed by the organization
with respect to which the Secretary or his delegate determined that the
organization was so entitled to exemption, and any papers submitted
by the organization in support of that application, are to be open to
public inspection at the national office of the Internal Revenue
Service. In the case of any such application which is filed after the
date of enactment of this provision, a copy of the application is to
be made available for public inspection at the appropriate field office of
the Internal Revenue Service, as prescribed by regulations. Any
application, and any papers submitted in support of such applica-
tion, are not to be open for any public inspection if a determination has
not been made with respect to such application that the organization
is exempt under section 501 (a) for any taxable year. All public
inspection under this amendment is to be made at such times, and in
such manner, as the Secretary or his delegate may by regulations
prescribe.

After the application of any organization has been opened for public
inspection under this amendment, the Secretary or his delegate is to
furnish, upon the request of any person with respect to such organi-
zation, a statement indicating the subsection and paragraph of sec-
tion 501 which it has been determined describes the organization.
Upon request of an organization submitting any papers supporting

its application (including any organization which filed its application
'and supporting papers before the effective date of this amendment),
the Secretary or his delegate is to withhold from public inspection any
information contained in such supporting papers which he determines
relates to any trade secret, patent, process, style of work, or apparatus
of the organization, if he also determines that public disclosure would
adversely affect the organization. Further, the Secretary or his dele-
gate is to withhold from public inspection any information contained
in papers supporting an application, if he determines that the public
disclosure of such information would adversely affect the national
defense.
The amendment to section 6104 also provides that section 6103 (d)

of the 1954 Code (relating to inspection by committees of Congress of
tax returns) is to apply to the application for exemption of any
organization described in section 501 (c) or (d) which is exempt from
taxation under section 501 (a) for any taxable year, and to any other
papers in the possession of the Secretary or his delegate which relate
to such application, as if such application and other papers constituted
returns.
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The references to the provisions of section 501 of the Internal
Revenue Code of 1954 in this amendment are to be considered also as
references to the corresponding provisions of the Internal Revenue
Code of 1939 and prior revenue laws. Claims for exemption filed
under sections 503 and 504 of the 1954 Code (or under the correspond-
ing provisions of the 1939 Code), relating to requirements for exemp-
tion and denial of exemption, respectively, are to be considered as
applications for exemption for purposes of this amendment.
The provisions discussed above are set forth in subsection (a) of

section 6104, and the provisions of existing section 6104, which are
retained without change, are designated by section 79 (a) of the bill
as subsection (b) of section 6104.
The amendments to section 6104 are to take effect on the 60th day

after the date of enactment of the bill.
Annual information with respect to total contributions

Section 79 (b) of the bill amends section 6033 (b) of the 1954 Code
(relating to the information required annually from certain tax-
exempt organizations described in sec. 501. (c) (3)). The information
required to be furnished by section 6033 (b) must be made available to
the public under existing section 6104.
The information presently required to be filed under existing

section 6033 (b) relates to the organizations' financial affairs. The
amendment provides that, in addition to the information presently
required to be submitted annually, the organizationsKshall state the
'total of the contributions and gifts received by them during the year.
Your committee bill requires such information for taxable years
ending on or after December 31, 1958.

SECTION 80. ADDRESS FOR NOTICE OF DEFICIENCY

This section of the bill, which is identical with section 64 of the
House bill, amends section 6212 (b) (1) of the 1954 Code (relating
to address for notice of deficiency in the case of income and gift
taxes) to correct erroneous references to chapter 1 of the 1954 Code,
which should be references to subtitle A of the 1954 Code.

SECTION 81. RELEASE OF LIEN OR PARTIAL DISCHARGE OF PROPERTY

This section of the bill, which is identical with section 65 of the
House bill, amends section 6325 of the 1954 Code (relating to release
of lien or partial discharge of property) to provide expressly for the
discharge of a specific property from the special estate- or gift-taxlien where the Secretary or his delegate finds that the tax liability
has been fully satisfied or provided for. This amendment will restore
the provisions of the 1939 Code under which such a discharge could
be effected without regard to the general requirement that the fair
market value of the property remaining subject to the lien must be
at least double the amount of the unsatisfied liability secured by
such lien and the amount of all other prior liens upon the property.

SECTION 82. CORRECTION OF REFERENCES TO UNITED STATES ATTORNEYS

This section of the bill, which is identical with section 66 of the
House bill, corrects certain provisions of the 1954 Code by changing
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references to 'United States district attorney" to "United States
attorney."

- SECTION 83. CONVEYANCE OF TITLE

This section of the bill, which is identical with section 67 of the
House bill, amends section 6339 (b) (2) of the 1954 Code (relating to
conveyance of title) to correct a grammatical error in the heading by
changing "OF" to "AS."

SECTION 84. REQUEST FOR PROMPT ASSESSMENT

This section of the bill is the same as section 68 of the House bill,
Subsection (a) of this section amends section 6501 (d) of the 1954

Code (relating to request for prompt assessment) to clarify existing
law when the period of limitations on assessment in section 6501 (e)
or (f) is applicable and a request for prompt assessment is filed. If
the period of limitations on assessment is longer than the nonrm-l 3-yeai4
period prescribed in section 6501 (a) as a result of any of the exceptions
in subsections (c), (e), or (f) of section 6501, the amendment makes it
clear that the longer period will be applicable notwithstanding the
filing of a request for prompt assessment under section 6501 (d). :.-

Subsection (b) of this section amends section 6501 (d) of the 1954
Code to make it clear that, in the case of a corporation, the request for
prompt assessment may be filed by a corporation in the process of
dissolution or by one already dissolved.

SECTION 86. LIMITATIONS ON ASSESSMENT AND COLLECTION,-

This section of the bill is the same as section 69 of the House bP4,
Subsection (a) of this section amends section 6501 (g) (2) of the. I54K

Code (relating to returns as exempt organizations) to indicate Cleaoiy
that the filing of a return as an exempt organization will startbe
running of the period of limitations for assessment if such organization
is later held to be taxable, regardless of whether the organization. is,a
corporation or a trust. This is accomplished by substituting the word
"organization" for the word "corporation" each place it appears in
section 6501 (g) (2).

Subsection (b) of this section amends section 6501 of the 1954 Code
(relating to limitations on assessment and collection) to provide that.-a
deficiency for any taxable year attributable to the application of a net
operating loss carryback to such year may be assessed at any time
within the period of limitations on assessment applicable to the taxable
year in which the loss arose. This provision, corresponding to section
276 (d) of the 1939 Code, was inadvertently omitted from the 1954
Code.

SECTION 86. LIMITATIONS ON CREDIT OR REFUND

This section of the bill is identical with section 70 of the House bill.
Subsections (a)- and (b) of this section amend section 6511 of the

1954 Code (relating to limitations on credit or refund) to provide
that a claim for credit or refund may be filed within 3 years from the
date the return was actually filed. Under existing law a claim for
refund or credit must be filed within 3 years from the due date of the
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return (determined without regard to any extension), whereas an assess-
ment may be made within 3 years from the date the return was
actually filed. Thus, the amendment conforms the period on filing
claim for credit or refund more nearly to the period on assessment.
To correlate the limit on the amount of a credit or refund to this
amendment, where payments are made during the period of an exten-
sion of time within which to file the return, section 6511 (b) (2) (A)
(relating to the limit on the amount of credit or refund when claim is
filed within 3-year period) is also amended to provide that there shall
be added to the period of 3 years immediately preceding the filing of
the claim a period equivalent to the period of any extension for filing
the return to which the claim relates.

Subsection (d) of this section amends section 6511 (d) (2) (A) of the
1954 Code (relating to special period of limitation for credit or refund
in case of net operating loss carrybacks) to provide that, in the case
of taxpayers other than corporations, a claim for credit or refund may
be filed within the period which expires with the 15th day of the 40th
month following the end of the taxable year of the net operating loss.
The 15th day of the 39th month is retained for corporations. This
amendment reflects the change made in the 1954 Code in the filing
date for income tax returns.

SECTION 87. CORRELATION OF INTEREST WHERE OVERPAYMENT OF TAX
IS CREDITED AGAINST UNDERPAYMENT OF TAX

In general
Section 6611 (b) (1) of the 1954 Code provides that interest on an

overpayment of tax which is credited against an additional assess-
ment-e. g., an assessed deficiency--shall be allowed from the date
of the overpayment to the date of assessment. If the overpayment
were refunded, rather than credited, interest on it would be allowed
until a date preceding by 30 days the issuance of the refund check.
On the other hand, interest on a deficiency runs from the due date
thereof to the date it is paid. In the case of a credit, it would run
until the date the credit is scheduled, which may be long subsequent
to the date that interest on the overpayment is cut off by assessment
of a deficiency. In cases where a waiver of the restrictions on assess-
ment is filed, interest on an overpayment may be running while, during
the period between the 30th day after the waiver and the issuance of
notice and demand, interest on an offsetting deficiency may be sus-
pended.

This section, which corresponds to section 71 of the House bill,
amends section 6601 of the 1954 Code (relating to interest on under-
payments, etc.) by adding a new subsection (g) dealing with satis-
faction of underpayments by credits. This subsection denies interest
to the Government on any portion of an underpayment satisfied by
the crediting against it, of an overpayment for the period during which
interest would run on the overpayment so credited if the credit had
not been made, e. g., if it had instead been refunded. The rule would,
of course, not apply in special cases where interest does not run on
overpayments, but would apply where interest runs for a specially
limited period to the extent of that period. In addition, section
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6611 (b) (1) is amended to remove the distinction now existing in the
running of interest where the overpayment is credited against an
underpayment of original tax and where it is credited against an
additional assessment. Interest on a credited overpayment would
in either case now run only from the date o.f the overpayment to the
original due date of the amount against which it is credited. Thus,
if it is credited against'an underpayment antedating the overpayment,
no interest would run on the overpayment at all. Since interest
would otherwise run on the overpayment from the date of overpay-
ment to the date of refund, interest on the underpayment will stop

X running as of the date of the overpayment; that is, when the mutuality
of indebtedness arises. Similarly, in the case of an overpayment
which antedates the due date of an underpayment, interest will run
on the overpayment only until such due date, that is, when the
mutuality of indebtedness arises.

In addition, it was necessary to make similar amendments to the
1939 Code to take care of transitional situations where there exists
an underpayment or an overpayment arising under the 1939 Code,
but, respectively, an overpayment or underpayment exists under the
1954 Code. These amendments will also apply in cases where both
the overpayment and underpayment arose under the 1939 Code.
The amendments made to both codes will have only limited retro-
activity, since the amendments will apply only to credits made after
December 31, 1957.

Section 6611 (c) is repealed. Since the distinction between credits
against original tax and against an additional -assessment is not to be
preserved, the definition of an additional assessment contained in
section 6611 (c) is obsolete.
Interest attributable to net operating loss carryback for certain taxable

years ending in 1954
Subsection (e) of this section of the bill is intended to take care of

a different problem, which arises because of changes made by section
172 of the 1954 Code (relating to net operating loss deduction).
Under the 1939 Code as it existed just prior to enactment of the 1954
Code, a taxpayer was entitled to carry back a net operating loss only
to the taxable year immediately preceding the loss year. The 1954
Code permits a carryback to the 2 taxable years immediately pre-
ceding the loss year. Accordingly, situations may exist where refunds
have been made for the year immediately preceding the loss year but
where, because of the enactment of the 1954 Code, the refunds become
erroneous, since instead a refund should have been made with respect
to the second preceding taxable year.' Thus, the enactment of the
1954 Code may have created deficiencies for the taxable year inune-
diately preceding the loss year, but an overpayment for the second
preceding taxable year. Under section 3771 (e) of the 1939 Code,
no interest runs on the overpayment for the second preceding taxable
year until a claim for refund is filed, although interest on the deficiency.
has started to run. Subsection (e) of this section of the bill cuts
off interest on the deficiency in these case for any period during
which there existed a corresponding amount of overpayment with
respect to which no interest is payable.
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SECTION 88. INTEREST ON UNDERPAYMENTS

This section, which corresponds to section 72 of the House bill,
amends section 6601 of the 1954 Code (relating to interest on under-
payments of tax) to provide .expressly that interest may be assessed
and collected at any time during the period within which the tax to
which such interest relates may be collected. Section 6601 (a)
imposes interest on any unpaid tax from the date the tax is required
to be paid until it is paid, and section 6601 (f) (1) provides that, ex-
cept as otherwise provided, any reference to tax shill be deemed also
to refer to the interest imposed on such tax. The amendment makes
it clear that interest need not be assessed within the period of limita-
tions applicable to the assessment of the tax to which such interest
relates.

SECTION 89. FAILURE TO FILE CERTAIN INFORMATION RETURNS

This section, which is identical with section 73 of the House bill,
amends subsection (a) of section 6652 of the 1954 Code, relating to
failure to file certain information returns, to make it clear that the
additional amount will apply if the returns are not filed within the time
prescribed therefor and that in the absence of reasonable cause late
filing will not prevent imposition of the additional amount. Further,
the application of the section has been limited to those information
returns for which a fixed due date is prescribed by regulationsz as
distinguished from those returns (such as returns of brokers required
under sec. 6045) which are required to be filed only upon request of the
Secretary of the Treasury or his delegate.

SECTION 90. DEFINITION OF UNDERPAYMENT

Section 90 of the bill, which is identical with section 74 of the House
bill, clarifies section 6653 (c) (1) of the 1954 Code, relating to the
definition of the term "underpayment," by expressly providing that
the tax shown on the return shall be taken into account where the
return is filed on the due date as well as where it is filed before the
due date.

SECTION 91. TERMINATION OF TAXABLE YEAR IN CASE OF DEPARTING
ALIENS

This section of the bill, which is identical with section 75 of the
House bill, amends section 6851 (d) of the 1954 Code (relating to
departure of alien from the United States) to provide that the Secre-
tary or his delegate may, by regulations, waive the basic requirement
of such section that every alien before departure from the United
States must secure a certificate that he has complied with all obliga-
tions imposed upon him by the income tax laws. Under the provi-
sions of existing law such requirement is mandatory. Section 6851
(d) is also amended to provide that (subject to such exceptions as
the Secretary of his delegate may prescribe by regulations) payment
of taxes not otherwise due, or the furnishing of bond for the payment
thereof, will not be required under section 6851 if the Secretary or
his delegate determines that the collection of the tax will not be
jeopardized by the departure of the alien.
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SECTION 92. BANKRUPTCY AND RECEIVERSHIP PROCEEDINGS'

This section of the bill, which is identical with section 76 of the
House bill, amends section 6871 (a) of the 1954 Code (relating to
claims for income, estate, and gift taxes in bankruptcy and receivership
proceedings) to provide expressly for immediate assessment of a
deficiency upon the filing of a petition by a taxpayer in a proceeding
under the Bankruptcy Act, where approval of the petition is not
required by such act. Section 6871 (a) now provides expressly for
immediate assessment upon the adjudication of bankruptcy of any
taxpayer in any liquidating proceeding, or the approval of a petition
of, or against, any taxpayer in any other bankruptcy proceeding, but
in the case of certain proceedings under the Bankruptcy Act (such as
a proceeding under ch. 1.1 thereof) approval of the petition is not
required. The amendment merely makes it clear that in case there
is no provision for approval of the petition under the Bankruptcy
Act, the assessment is to 'be made when the petition is filed.
A similar amendment is also made in section 6871 (b) of the 1954

Code (relating to claims filed despite pendency of Tax Court pro-
ceedings) to provide expressly- that a petition for redetermination by
the Tax Court shall not be filed after the filing of a petition in- a
proceeding under the Bankruptcy Act where approval of the petition
is not required under such act. Section 6871 (b) now provides
expressly for such a rule in the case of adjudications im bankruptcy.
and approval of a petition in bankruptcy, and the amendment- merely
makes clear' that the rule is applicable when the petition is filed in
case there is no provision for approval of the petition under the
Bankruptcy Act.

SECTION 93. USE OF CERTIFIED MAIL

This section, which is identical with section 77 of the House bill
amends section 7502 (c) of the 1954 Code (relating to registered mail)
to authorize the Secretary of the Treasury or his delegate to prescribe
by regulations the extent to which the provisions of that section
relating to prima facie evidence of delivery and to postmark date,
now applicable to registered mail, shall apply to certified mail.

Subsection (b) of section 93 of the bill amends sections 167 (d),
534 (b), 6164 (d) (2), 6212 (a) and (b) (2), and 6532 (a) (1) and (4),
which presently require the Internal Revenue Service and taxpayers
to send certain notices by registered mail and section 7455 (which
provides for service by registered mail ,of any pleading, notice, or
process in respect of Tax Court proceedings), to permit the use of
either certified or registered mail in sending such notices or effecting
such service.

Subsection (c) of section 93 of the bill provides for the use of certified
or registered mail under any unrepealed section of the 1939 Code.

Subsection (d) of section 93 of the bill provides that the amend-
ments made by this section shall apply only to mailing which occurs
after the date of enactment of the bill.

SECTION 94. REPRODUCTION OF RETURNS AND OTHER DOCUMENTS

This section of the bill, which adds a new section to the 1954 Code
(relating to the reproduction of returns and other documents), is

237



TECHNICAL. AMENDMENTS ACT OF 19 5 8

identical.with section 78 of the House bill, except that the number of
the new section which is added has been changed from 7512 to 7513.
The new section 7513 authorizes the Secretary or his delegate to

have any Federal agency or any person process any film or photoim-
pression of any return, document, or other matter, - and to make any
reproductions from any film or photoimpression of any return, docu-
ment, or other matter. The Secretary or his delegate shall prescribe
regulations which shall provide such safeguards as in the opinion of
the Secretary or his delegate are necessary or appropriate to protect
the film, photoimpressions, and reproductions made therefrom, against
any unauthorized use, and to protect the information contained therein
against any unauthorized disclosure.
The new section 7513 also provides that any reproduction made in

accordance with such section shiall have the same legal status as the
original. Thus, a reproduction of a return may be shown to a share-
holder who is entitled to examine the return in accordance with sec-
tion 6103 (c). Similarly, a shareholder who examines a reproduction
of a return will be subject to the penalty of section 7213 (a) (3) if he
makes any unauthorized disclosure of the information contained in
such reproduction. In addition, the new section 7513 provides that
if a reproduction is properly authenticated, it shall be admissible in
evidence in any judicial or administrative proceeding as if it were the
original, whether or not the original return, document, or other matter
is in existence.

Section 94 of your committee bill also amends section 7213 of the
1954 Code (relating to the penalties for unauthorized disclosures of
information) to provide that any person who uses any film or photo-
impression, or reproduction therefrom, or who discloses any iforma-
tion contained in any such film, photoimpression, or reproduction, in
violation of any provision of the regulations prescribed pursuant to the
new section 7513 (b), shall be fined not more than $1,000, or imprisoned
not more than 1 year, or both.

SECTION 95. .SEALS FOR OFFICES OF TREASURY DEPARTMENT

This section of the bill, which adds a new section to the 1954 Code
(relating to authority to prescribe or modify seals), is identical with
section 79 of the House bill, except that the number of the new section
which is added has been changed from 7513 to 7514.
The new section 7514 authorizes the Secretary of the Treasury or

his delegate to prescribe or modify seals of office for district directors
of internal revenue and other officers or employees of the Treasury
Department to whom any of the functions of the Secretary are
delegated. Any such seal will be a seal of the office and not of the
individual holding the office, and it will remain in the custody of the
officer designated by the Secretary or his delegate. Such seal may,
in accordance with regulations prescribed by the Secretary or his
delegate, be affixed in lieu of the seal of the Treasury Department to
any certification or attestation, except that such seal shall not be
affixed to material to be published in the Federal Register.
The facsimiles of tile seals prescribed under the new section 7514

will be published in the Federal Register, and such section provides
that judicial notice shall b)e taken of any seal so published.
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SECTION 96. INCOME TAXES PAID UNDER CONTRACT

Amendment of 1939 Code
Subsection (a) of section 96 of the bill, which corresponds to sub-

section (a) of section 80 of the House bill, amends section 22 of the
1939 Code by adding a new subsection (p), relating to income taxes
paid under contrast by one corporation for another corporation.
The House bill would have limited the application of the new sub-
section to income taxes paid under a lease. Your committee has
amended subsection (a) of section 96 to make the new subsection (p)
applicable to contractual agreements generally.
Your committee bill provides that the new subsection applies if

(1) a contract was entered into before January 1, 1952, (2) under the
contract, one party (the payor) is obligated to pay, or to reimburse
another party (the payee) for, any part of the tax imposed by chapter 1
of the 1939 Code on the payee with respect to the income derived under
the contract by the payee from the payor, and (3) both the payor and
the payee are corporations. If the new subsection applies, then gross
income of the payee shall not include any such payment or reimburse-
ment other than the payment or reimbursement of the tax imposed by
chapter 1 of the 1939 Code on the payee with respect to the income
derived under the contract by the payee from the payor, determined
without the inclusion of any such payment or reimbursement in gross
income. Thus, for taxable years beginning in 1952 and for subsequent
years to which the 1939 Code applies, the payee upon satisfying the
above three conditions is taxed only upon the amount of the payment
required under the contract and the amount of any Federal income
tax paid by the payor (determined without "pyramiding").

This section further provides that a deduction shall be allowed to
the payor for all such payments or reimbursements made but only to
the extent that any such payment or reimbursement is attributable
to an amount paid by the payor to the payee under the contract
(other than any payment or reimbursement of the tax imposed by
ch. 1 of the 1939 Code) which is allowable as a deduction to the
payor. Thus, if the payment under the contract (other than the
payment or reimbursement of tax) is deductible, the deduction would
include these payments: the amount of the payment under the con-
tract; the initial or original amount of Federal income tax attribut-
able to such payment; and the tax attributable to such initial or
original tax.

This section applies to a contract to which the payor and the payee
are parties. Also, it has no application to a contract which provides
for payment of Federal income taxes on income which is not derived
under the contract by the payee.
The new subsection (p) further provides that a contract shall be

considered to have been entered into before January 1 1952, if it is
a renewal or continuance of a contract entered into before such date
and if such renewal or continuance was made in accordance with an
option contained in the contract on December 31 1951. For pur-
poses of the new subsection, a contract includes a lease.
Effective date

Subsection (b) of section 96 of the bill provides anf effective date
provision which states that the amendment made by subsection (a)
of such section shall apply with respect to taxable years beginning
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after December 31, 1951, to which the Internal Revenue Code of 1939
applies. If refund or credit of any overpayment resulting from the
application of the amendment made by subsection (a) is prevented on
the date of the enactment of the bill, or within 6 months after such
date, by the operation of any law or rule of law (other than sec. 3760
of the Internal Revenue Code of 1939 and sec. 7121 of the Internal
Revenue Code of 1954, relating to closing agreements, and sec. 3761
of the Internal Revenue Code of 1939 and sec. 7122 of the Internal
Revenue Code of 1954, relating to compromises), refund or credit of
such overpayment may, nevertheless, be made or allowed if claim
therefore is filed within 6 months after such date. No interest shall
be paid on any overpayment resulting from the application of the
amendment made by section 96 (a) of the bill.

SECTION 97. CERTAIN RECAPITALIZATIONS OF RAILROAD CORPORATIONS

Section 97 of the bill, for which there is no corresponding provision
in the House bill, amends section 723 of the 1939 Code (relating to
equity invested capital in special cases) by adding at the end thereof
a new subsection (c). Under the amendment, the equity invested
capital of a railroad corporation which has been recapitalized after
December 31, 1938, in pursuance of an order of the court. having jur-
isdiction of such corporation, either in a receivership proceeding or

in a proceeding under section 77 of the National Bankruptcy Act, at
the election of the taxpayer will be determined in the same manner as
if the assets which the corporation held immediately following the
recapitalization had been transferred to a new corporation in a trans-
action to which section 760 of the Internal Revenue Code of 1939 is
applicable. The election allowed by this section may be made under
such regulations as the Secretary or his delegate may prescribe. For
this purpose, all of such assets are .to be considered as having been
transferred to a new corporation in exchange for the stock, securities,
and other liabilities existing immediately after the recapitalization.
The amendment is effective with respect to taxable years beginning
after December 31., 1941.

SECTION 98. BEQUESTS, ETC., TO SURVIVING SPOUSE

This section for which there is no corresponding provision in the
House bill amends section 812 (e) (1) (F) of the Internal Revenue
Code of 1939.

Section 812 (e) of the Internal Revenue Code of 1939 allows as
a deduction from the gross estate certain property interests passing
to the decedent's surviving spouse. With several exceptions, no
deduction is allowable under that section in the case of terminable
interests. Paragraph (1) (F) of subsection (e) provided an exception
to this rule in the case of certain terminable interests provided a
number of conditions were met. The transfer was required to be in
trust and did not qualify for the deduction unless (1) the surviving
spouse was entitled to all of the income from corpus of the trust
during her life, (2) the income was payable at annual or more frequent
intervals to her, and (3) the surviving spouse was given a complete
and unrestricted power to appoint the entire remainder in the trust
property to herself or to her estate. It has been held that a trust
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under which the surviving spouse was entitled to income from only
a part of the trust or had a power to appoint only part of the trust
property did not qualify for the marital deduction to any extent.
For example, if H bequeathed property to T in trust to pay half
of the income from the trust property, to W during her life and at
her death to distribute the trust property to whomever W should
appoint by her will, no portion'of the trust would qualify for the
marital deduction, nor would any part of the trust qualify for the
marital deduction if W were paid the entire income for life'but at
her death had a power to distribute only half of the trust property
to whomever she desired to appoint by will..

Subsection (a) of section 98 of this bill amends section 812 (e) (1) (F)
of the Internal Revenue Code of 1939 in order to apply rules com-
parable to the provisions of section 2056 (b) (5) of the Internal
Revenue Code of 1954. Thus, if an interest in property passes from
the decedent to his surviving spouse (whether or not in trust) and the
spouse is entitled to all the income from the entire interest or all the
income from a specific portion of the entire interest, with a power in
her to appoint the entire interest or the specific portion, the interest
which passes to her qualifies as a marital deduction in computing the
taxable estate of the decedent if it satisfies the following five conditions:

(1) The surviving spouse must be entitled for life to all- of the
income of the entire interest, or to all of the income from a,
specific portion of the entire interest.

(2) The income payable to the surviving spouse must be
payable annually or at more frequent intervals.

(3) The surviving spouse must have the power to appoint the
entire interest or the specific portion to either herself or to her
estate.

(4) The power in the surviving spouse must be exercisable by
her alone, and (whether exercisable by will or during life) must
be exercisable in all events.

(5) The entire interest, or the specific portion, must not be
subject to a power in any other person to appoint any part to
any person other than the surviving spouse.

For example, if H in his will provided for the creation of a trust under
the terms of which the income from all of the trust property is payable
to his surviving spouse with uncontrolled power in the spouse to
appoint one-half of the trust property by will, such interest will
qualify as an exception from the terminable interest rule to the extent
of the value of one-half of the trust property. If, in the above ex-
ample, the surviving spouse was to receive one-half of the income from
all of the trust property with an uncontrolled power to appoint all of
such property by will, such interest will qualify as an exception from
the terminable interest rule to the extent of the value of one-half of
the trust property. The foregoing rules are equally applicable to
transfers by the decedent not in trust.
Subsection (b) of section 98 of this bill provides that the amend-

ment made by subsection (a) shall apply with respect to estates of
decedents dying after April 1, 1948, and before August 17, 1954.
Subsection (b) further provides that if refund or credit of any over-
payment resulting from the application of such amendment is pre-
vented on the date of the enactment of this act, or at any time within
1 year from such date by the operation of any law or rule of law
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(other than section 3760 of the Internal Revenue Code of 1939 or sec-
tion.7121 of the Internal Revenue Code of 1954, relating to closing
agreements, and other than section 3761 of the Internal Revenue Code
of 1939 or section 7122 of the Internal Revenue Code of 1954, relating
to compromises), refund or credit of such overpayment may, never-
theless, be made or allowed if claim therefor is filed within 1 year
after the date of the enactment of this act. No interest shall be
allowed or paid on any overpayment resulting from the enactment of
this section.

SECTION 99. CHANGE FROM RETIREMENT TO STRAIGHT LINE METHOD OF
COMPUTING DEPRECIATION IN CERTAIN CASES

This section, which may be cited as the "Retirement-Straight Line
Adjustment Act of 1958,"' provides a settlement of a problem involv-
ing the retirement method of accounting which has existed for a num-
ber of years and has presented difficulties in tax administration. It
is the same as section 81 of the House bill except for a technical
amendment in subsection (d) thereof.

Subsection (b) provides that any taxpayer who held retirement-
straight line property (as defined in subsection (c)) on its 1956 ad-
justment date (as defined in subsection (g) (4)) may elect to have
the section apply. The election shall be irrevocable and shall apply
as provided in this section to all retirement-straight line property,
including such property for periods when held by predecessors (as
defined in subsection (g) (5)) of the taxpayer. An election under
this section shall be made at such time and in such manner as the Sec-
retary or his delegate shall prescribe.

Subsection (c) defines the term "retirement-straight line property"
to mean any and all property of a kind or class with respect to which
the taxpayer (or a predecessor of the taxpayer) changed, pursuant to
the terms and conditions prescribed for it by the Commissioner of In-
ternal Revenue, from the retirement to the straight line method of
computing the allowance for any taxable year beginning after Decem-
ber 31,1940 and before January 1, 1956, of deductions for deprecia-
tion.
Subsection (d) provides the basis adjustments to be made by the

taxpayer as of the 1956 adjustment date in respect of all periods
before that date in order to determine the adjusted basis of all retire-
ment-straight line property. held by the taxpayer on that date. This
adjusted basis on the 1956 adjustment date, that is, on.the first day
of the taxpayer's first taxable year beginning after December 31, 1955,
shall be used by the taxpayer as a starting point in determining tax-
able income for any taxable year beginning after December 31, 1955.
In order to arrive at the adjusted basis on the 1956 adjustment date,
the taxpayer will start with the unadjusted basis of all retirement-
straight line property held by the taxpayer or a predecessor on the
changeover date (that is, on the first day of the first taxable year for
which the change from the retirement to the straight line method
of computing the depreciation allowance was effective) and will make
the adjustments prescribed by subsection (d) taking into account those
required, in accordance with the method of accounting regularly used,
for additions and retirements and other dispositions of property
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occurring on or after the changeover date and before the taxpayer's
1956 adjustment date. The -adjustnments required by subsection (d)
shall be made in lieu of the adjustments for exhaustion, wear and tear
and obsolescence otherwise required by section 1016 (a) (2) and
section 1016 (a) (3) of the Internal Revenue Code of 1954.
Paragraph (1) of subsection (d) requires an adjustment to be made

as of the 1956 adjustment date for depreciation sustained before
March 1, 1913, on all retirement-straight line property held by the
taxpayer or a predecessor on March 1, 1913, for which cost was or is
claimed as basis and which was either (1) retired by the taxpayer or
a predecessor before the changeover date or (2) held by the taxpayer
or a predecessor on the changeover date. This rule of adjustment
for depreciation sustained before March 1, 1913, is subject to several
restrictions, however. In the case of property retired before the
changeover date the adjustment is required only if a deduction was
allowed in computing net income by reason of the retirement and
the deduction was computed on the basis of cost of the property with-
out adjustment for depreciation sustained before March 1, 1913.
Moreover, in the case of any such property retired during any taxable
year beginning after December 31, 1929, the adjustment shall not
exceed that portion of the amount attributable to depreciation sus-
tained before March 1, 1913, on the property retired which resulted,
by reason of the deduction so allowed, in a reduction of taxes under
the 1954 Code or under prior income, war-profits, or excess-profits tax
laws. In the case of property held on the changeover date the ad-
justment for, depreciation sustained before March 1, 1913, is not re-
quired if the property was disposed of on or after the changeover
date and before the 1956 adjustment date and is property to which
paragraph (2) of subsection (d) applies.
Subsection (d) (1) provides that the adjustment required to be

made thereunder for depreciation sustained before March 1, 1913, shall
be allocated, in the manner prescribed by the Secretary or his dele-
gate, among all retirement-straight line property held by thel taxpayer
on its 1956 adjustment date. It is anticipated that the adjustment for
depreciation sustained before March 1, 1913, on property no longer
held by the taxpayer on its 1956 adjustment date will be allocated,
perhaps on the basis of a weighted average or some other reasonable
method, among the remaining retirement-straight line properties held
by the taxpayer on such adjustment date.
Paragraph (2) of subsection (d) requires an adjustment to be

made as of the 1956 adjustment date for that portion of the reserve
(hereinafter referred to as the "terms letter" reserve) prescribed by
the Commissioner of Internal Revenue in connection with the change-
over to the straight-line method which was applicable to any retire-
ment-straight line property disposed of by sale, casualty, or "ab-
normal" retirement in the nature of special obsolescence, but only if
the sale occurred in, or a deduction by reason of such casualty or
"abnormal" retirement was allowed for Federal income-tax purposes
for, a period beginning on or after the changeover date and ending
before the taxpayer's 1956 adjustment date. Since the "terms letter"
reserve includes an adjustment for depreciation sustained before
March 1, 1913, no adjustment is required under paragraph (1) (B)
of subsection (d) in respect of property to which paragraph (2) of
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subsection (d) applies; otherwise, there would be a double adjustment
for the depreciation sustained before March 1, 1913, on the same
property.

Paragraph (3) of subsection (d) requires an adjustment to be made
_as of the 1956 adjustment date for the entire amount of depreciation
allowable, pursuant to the terms and conditions prescribed by the
Commissioner of Internal Revenue in connection with the change-
over, for all periods beginning on or after the changeover date and
'ending before the taxpayer's 1956 adjustment date. This adjustment
shall include any such depreciation allowable with respect to any
retirement-straight line property which was disposed of on or after
the changeover date and before the taxpayer's 1956 adjustment date.
Example
The operation of subsection (d) of this section may be illustrated

by the following example. Assume that on its changeover date,
January 1, 1943, the taxpayer or its predecessor held retirement-
straight line property with an unadjusted cost basis of $10,000.
Depreciation sustained before March 1, 1913, on retirement-straight
line property held by the taxpayer or its predecessor on March 1,
1913, for which cost was or is claimed as basis amounts to $800. Of
this total depreciation sustained before March 1, 1913, $200 is attribut-
able to retirement-straight line property retired before January 1,
1943, under circumstances requiring the adjustment under subsection
(d) (1) (A), and $600 is attributable to retirement-straight line
property held by the taxpayer or its predecessor on January 1, 1943.
On December 31, 1954, retirement-straight line property costing $1,500
was permanently retired under circumstances giving rise to an abnor-
mal retirement in the nature of special obsolescence. The "terms
letter" reserve applicable to this retired property was $450, of which
$120 represents depreciation sustained before March 1, 1913. On
December 31, 1954, retirement-straight line property costing $1,000
was also permanently retired under circumstances giving rise to a
normal retirement. None of the property retired on December 31,
1954, hiad any market or salvage value on that date. Depreciation
allowable on retirement-straight line property under the terms and
conditions prescribed by the Commissioner in connection with the
changeover for all periods beginning on or after January 1, 1943, and
'ending before the taxpayer's 1956 adjustment date (January 1, 1956)
amounts to $2,155, of which $135 is applicable to the property retired
-as an abnormal retirement and $850 is applicable to the property
retired as a normal retirement. The adjusted basis on January 1,1956,
.of the retirement-straight line property held by the taxpayer on that
date is $5,800, determined as follows and in accordance with subsec-
tion (d) of this section:
Asset account:

1. Unadjusted cost on Jan. 1, 1943 ------------- $10,000
2. Less:

(a) Adjustment for abnormal retirement----------- $1, 500
(b) Adjustment for normal retirement---____.....-1,000

2,500
3. Balance as of Jan. 1, 1956 ------------------ 7, 500
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Additions to reserve for depreciation:
1. Depreciation sustained before Mar. 1,1913, on-

(a) Property retired before Jan. 1, 1943 -----.-.-.

(b) Property held on Jan. 1, 1943---.- ----- $600
Less portion of such depreciation sustained on property
withdrawn by abnormal retirement on Dec. 31, 1954- 120

2. Portion of "terms letter" reserve applicable to abnormal retire-
ment on Dec. 31, 1954 (including $120 depreciation sustained

245

$200

480

before Mar. 1, 1913)------------- 450
3. Depreciation allowable under "terms letter" from Jan. 1, 1943,

^- to Dec. 31,1955_--------------------------.._-------- 2,155

4. Total additions-__ ------------------------- 3,285

{Oharges to reserve for depreciation:
1. Adjustment for abnormal retirement:

(a) Portion of "terms letter" reserve applicable to
such property-- $450

(b) Depreciation applicable to such property and
allowed from Jan. 1, 1943, to Dec. 31, 1954------ 135---- 585

2. Adjustment for normal retirement-------------- 1,000

3. Total charges ----- ------------- 1,585

Balance in reserve for depreciation:
1.- Total additions, as above--------------- 3,285
2. Total charges, as above------------------ 1,585

3. Balance as of Jan. 1, 1956---------------- 1,700

Adjusted basis of retirement-straight line property:
1. Balance in asset account, as above------------ 7,500
2. Balance in reserve account, as above___------------- 1,700

3. Adjusted basis as of Jan. 1, 1956 ------------- 5, 800
The $5,800 adjusted basis on January 1, 1956 of the retirement-

straight line property held by the taxpayer onl tat date is to be re-
covered over the remaining useful life of such property. The remain-
ing useful life of the property will be reviewed regularly, and appro-
priate adjustments in the rates will be made as necessary in order to
spread the remaining basis less salvage over the average remaining
useful life.

Subsection (e) provides the adjustments to be made in determining
the adjusted basis of any retirement-straight line property as of any
time on or after the changeover date and before the taxpayer's 1956
adjustment date and is to be used in determining taxable (or net)
income for taxable years beginning on or after the changeover date
and before the taxpayer's 1956 adjustment date. The adjustments
prescribed by subsection (e) are interim adjustments only; they will
not be used in determining the basis of property for taxable years
beginning before the changeover date or on or after the taxpayer's
1956 adjustment date. In order to arrive at the adjusted basis under
subsection (e), the taxpayer will start with the unadjusted basis of all
retirement-straight line property held by the taxpayer or its predeces-
sor on the changeover date and will make the adjustments prescribed
by subsection (e) taking into account those required, in accordance
with the method of accounting regularly used, for additions and retire-
ments and other dispositions of retirement-straight line property oc-
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curring on or after the changeover date and before the 1956 adjust-
ment date. The adjustments required by subsection (e) shall be made
in lieu of the adjustments for exhaustion, wear and tear, and ob-
solescence otherwise required by section 1016 (a) (2) and section
1016 (a) (3) of the Internal Revenue Code of 1954 and by the cor-
responding provisions of prior revenue laws. Subsection (e) is not
to apply m determining adjusted basis for purposes of section 437
(c) (relating to the determination of equity capital for purposes of the
Excess Profits Tax Act of 1950) of the Internal Revenue Code of 1939.
Paragraph (1) of subsection (e) provides that the basis of the prop-

erty involved must be adjusted as of the specific applicable date for
so much of the "terms letter" reserve as is applicable to that specific
property. Paragraph (2) of subsection (e) provides that the basis of
the property involved must be adjusted as of the specific applicable
date for so much of the depreciation allowable under the terms and
conditions prescribed by the Commissioner in connection with the
changeover as is applicable to the specific property involved.

It is intended by subsection (e) to provide that the adjustments to
basis prescribed by the Commissioner of Internal Revenue in con-
nection with the changeover, including the full "terms letter" reserve,
and the depreciation allowable from the changeover date, computed
in accordance with the terms and conditions prescribed by the Com-
missioner in connection with the changeover, shall be considered the
proper adjustments to basis in determining taxable income for any
taxable year beginning on or after the changeover date and before the
taxpayer's 1956 adjustment date.
Example
The operation of subsection (e) may be illustrated by the following

example. The facts are assumed to be the same as those in the example
illustrating subsection (d), except that (1) it is desired to determine
the adjusted basis of retirement-straight line property as of January
1, 1955, (2) the full "terms letter" reserve prescribed by the Commis-
sioner as of January 1, 1943, is $3,000, and (3) the depreciation allow-
able under the "telins letter" from the changeover date to December
31,1954, is $2,100. The adjusted basis on January 1,1955, of the retire-
ment-straight line property held by the taxpayer on that date is $3,985,
determined as follows and in accordance with subsection (e) of this
section:
Asset account:

1. Unadjusted cost on Jan. 1, 1943 ---------------- $10,000
2. Less:

a. Adjustment for abnormal retirement------- $1, 500
b. Adjustment for normal retirement ------- 1,000

2, 500

3. Balance as of Jan. 1, 1955-------------------- 7,500
Additions to reserve for depreciation:

1. Full "terms letter" reserve as of Jan. 1, 1943------ 3,000
2. Depreciation allowable under "terms letter" from Jan. 1, 1943,

to Dec. 31,1954-------------------------- 2,100
3. Total additions-- ----------------------- 5,100
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Charges to reserve for depreciation:
1. Adjustment for abnormal retirement:

a. Portion of "terms letter" reserve applicable to such
property------------------- $450

b. Depreciation applicable to such property and al-
lowed from Jan. 1, 1943, to Dec. 31, 1954---- 135

$585
2. Adjustment for normal retirement---- ------------- 1,000
3. Total charges-----------------------------------.--------.-- 1,585

Balance in reserve for depreciation:
1. Total additions, as above----- ----------------- 5, 100
2. Total charges, as above -------------------- 1,585
3. Balance as of Jan. 1, 1955 --------------- 8,515

Adjusted basis of retirement straight line property:
1. Balance in asset account, as above___ --------------- 7,500
2. Balance in reserve account, as above ------------- 3,515

3. Adjusted basis as of Jan. 1, 1965 ------------- 8,985

Subsection (f) provides the adjustments to be made in determining
equity invested capital under the Excess Profits Tax Acts of 1940
and 1950, and in determining equity capital under the Excess Profits
Tax Act of 1950. These adjustments are to be made notwithstanding
the terms and conditions prescribed by the Commissioner of Internal
Revenue in connection with the changeover to the straight line method
of computing depreciation.
Paragraph (1) of subsection (f) provides that, in computing equity

invested capital under section 458 (relating to the YUcess Profits Tax
Act of 1950) and section 718 (relating to the Excems Profits Tax Act
of 1940) of the Internal Revenue Code of 1939 accumulated earnings
and profits as of the changeover date, and as of theo beginning of each
taxable year thereafter, shall be reduced by the depreciation sus-
tained before March 1, 1913, on retirement-straight line property
held by the taxpayer or its predecessor on March 1, 1913, for which
cost was or is claimed as basis and which was held by the taxpayer or
its predecessor on the changeover date, except that depreciation sus-
tained before March 1, 1913, on property to which subsection (d) (2)
applies will not be taken into account. This adjustment under sub-
section (f) (1) is in lieu of any other adjustments for depreciation
in respect of retirement-straight line property for any period prior
to the changeover date.
Paragraph (2) of subsection (f) provides that, in determining the

adjusted basis of assets for the purpose of computing equity capital
under section 437 (c) (relating to the Excess Profits Tax Act of
1950) of the Internal Revenue Code of 1939, the basis of the assets
which enter into the computation must reflect (1) an adjustment
computed in accordance with subsection (d) of this section for de-
preciation sustained before March 1, 1913, not only on the retirement-
straight line property held by the taxpayer or its predecessor on the
changeover date but also. on the retirement-straight line property
retired by the taxpayer or its predecessor before the changeover date
and (2) the depreciation allowable under subsection (e) (2) of this
section for any period beginning on or after the changeover date and
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ending before the taxable year for which the excess profits credit is
being computed.
The difference in the adjustments under subsection (f) (1) and

subsection (f) (2) of this section reflects the fact that accumulated
earnings and profits computed under section 458 and section 718 of
the Internal Revenue Code of 1939 have-already been reduced, as a
result of retirements prior to the changeover date of retirement-
straight line property held by the taxpayer or its predecessor on
March 1, 1913, by the full basis of such. property (less salvage, if any)
undiminished by any depreciation. Any further reduction of accumu-
lated earnings and profits under section 458 and section 718 of the 1939
Code to reflect such depreciation would constitute a double adjustment
in the computation of the taxpayer's equity invested capital.
SECTION 100. AMENDMENTS TO 1954 CODE WITH RESPECT 'TO PROPERTY

ACQUIRED FROM RETIREMENT METHOD CORPORATION

This section, which provides for an adjustment to the basis of cer-
tain retirement-straight line property acquired in certain reorganiza-
tions for depreciation sustained before March 1, 1913, is the same as
section 82 of the House bill, except that your committee has added a
provision under subsection (b) (2) which makes the section inappli-
cable in certain cases where there has been a previous judicial determi--
nation of the adjusted basis of such property.

Subsection (a) of this section amends section 372 of the 1954 Code
(relating to basis in connection with certain receivership and bank-
ruptcy proceedings) by adding thereto a new subsection (b) which is
applicable to taxable years beginning after December 31, 1956. Para-
graph (1) of proposed section 372 (b), which is the same as in the
House bill except for a minor technical amendment, provides the ad-
justment to be made in respect of depreciation sustained before March
1, 1913, in order to determine the adjusted basis of all retirement-
straight line property (as defined in sec. 372 (b) (2)) held by the
taxpayer on its adjustment date (as defined in sec. 872 (b) (3) (B)).
This new paragraph relates solely to the adjustment for exhaustion,
wear and tear, and obsolescence sustained before March 1, 1913, on
retirement-straight line property. The adjustment required by such
paragraph shall be made in lieu of the adjustment for exhaustion,.
wear and tear, and obsolescence otherwise required by section 1016 (a)'(3) (A) of the 1954 Code in respect of any period before March 1,.
1913, and shall apply to all periods beginning on or after the tax-
payer's adjustment date. The provisions of proposed section 372 (b)
are mandatory and are not dependent upon any election exercised by
the taxpayer.
The new paragraph (1) provides that, if the taxpayer has acquired

property in a transaction described in section 373 (b) or section 374
(b) of the 1954 Code, relating to the basis of property acquired in cer-
tain railroad reorganizations, and if any of the property so acquired'constitutes retirement-straight line property, then, in determining the
adjusted basis of all retirement-straight line property held by the tax-
payer on its adjustment date, adjustment must be made for deprecia-
tion sustained before March 1, 1913, on retirement-straight line prop-
erty held on March 1, 1913, for which cost was or is claimed as basis
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and which was either (1) retired before the acquisition of the retire-
ment-straight line property by the taxpayer, or (2) acquired by the,
taxpayer. In the case of property retired before the acquisition by the-
taxpayer, however, the adjustment is required only if a deduction was,
allowed in computing net income by reason of the retirement and thee
deduction was computed on the basis of cost without adjustment for
depreciation sustained before March 1, 1918. Moreover, in the case of
any such property retired during any taxable year beginning after
December 31, 1929, the adjustment shall not exceed that portion of the
amount attributable to depreciation sustained before March 1, 1913,
on the property retired which resulted, by reason of the deduction so,

allowed, in a reduction of taxes under subtitle A of the 1954 Code or
under prior income, war-profits, or excess-profits tax laws.
Paragraph (1) of proposed section 372 (b) provides that the adjust--

ment required to be made thereunder for depreciation sustained before
March 1,1913, shall be allocated, in the manner prescribed by the Secre-
tary or his delegate, among all retirement-straight line property held'
by the taxpayer on its adjustment date. It is anticipated that the ad-
justment for depreciation sustained before March 1 1913, on property-
previously acquired by the taxpayer but no longer held on the adjust-
ment date will be allocated, perhaps on the basis of a weighted average.
or some other reasonable method, among the remaining retirement-
straight line properties held by the taxpayer on the adjustment date..

Paragraph (2) of proposed section 372 (b), which is the same as
in the House bill, defines the term "retirement-straight line property"
to mean any property of a kind or class with respect to which (1) the
corporation transferring such property to the taxpayer was, at the-
time of transfer, using the retirement method of computing the allow--
ance of deductions for depreciation and (2) the acquiring corporation
has adopted, at any time after the transfer, any other method of com-
puting such allowance.
Paragraph (3) of proposed section 372 (b), which is the same as.

in the House bill, provides other definitions for purposes of that sub-
section. The term "adjustment date" is defined therein to mean the
first day of the taxpayer's first taxable year beginning after December-
31, 1955, or, if later in point of time, the first day ofthe first taxable
year in which the taxpayer uses a method other than the retirement
method of computing the allowance of deductions for depreciation..

Subsection (b) (1) of this section, which contains the general effec-
tive date provision, is the same as in the House bill. Subsection (b)
(2), which was added by your committee, provides that the amend-
ment of section 372 by this section shall not apply with respect to any
taxpayer if, before the date of the enactment of the bill, there has
been a determination, for any taxable year, of the adjusted basis of
retirement-straight line property of the taxpayer of the type described
in section 37 (), as added by thissection ,by the Tax Court or by
any other court of competent jurisdiction, in any proceeding in which
the decision of the court became final after )ecember 31, 1955, and'.
which established the right of the taxpayer to use the straight line
depreciation method of computing the annual depreciation allowance-
with respect to such property for Federal tax purposes for any tax-
able year. See, for example, The Akron, Canton & :Yowagstown RailJ-
road Company v. Conmmrssioner ((1954) 22 T.. C. 648, case remanded
(1956) 56-1 JSTC ¶ 9282).
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SECTION 101. EXTENSION OF TIME FOR FILING CLAIMS FOR REFUNDS
OF OVERPAYMENTS OF INCOME TAX BASED UPON EDUCATION EX-
PENSES PAID OR INCURRED IN 1964

This section, for which there is no corresponding provision in the
House bill, extends the period for filing claims for refund or credit
relating to educational expenses paid or incurred for the taxpayer's
first taxable year beginning after December 31, 1953, and ending
after August 16, 1954. As the statutory period for filing claims for
refund or credit of income tax for the calendar year 1954 expired
on April 15, 1958, a short time after the promulgation of the
regulations pertaining to educational expenses, your committee feels
that an additional period should be provided in which claims for
credit or refund of an overpayment of income tax resulting from the
application of section 1.162 5 of the.Income Tax Regulations (relating
to expenses for education) may be filtld. Accordingly, section 101 of
the bill provides that if the application of section 162 of the Internal
Revenue Code of 1954, insofar as this section relates to expenses for
education, as described in section 1.162-5 of the Income Tax Regula-
tions, results in an overpayment of income tax, refund or credit of
which is barred on the date of enactment of this act, or at any time
within 60 days after such date, refund or credit shall be made irre-
spective of any provision or rule of law (other than sees. 7121 and 7122
relating to closing agreements and compromises) if a claim therefor
has been filed on or before the date of enactment of this act or is filed
within 60 days after the date of enactment of this Act.

SEC. 102. DEDUCTIBILITY OF ACCRUED VACATION PAY

This section for which there is no corresponding provision in the
House bill relates to the deduction under section 162 for accrued
vacation pay. Revenue Ruling 54-608 denies a deduction for accrued
vacation pay if during the taxable year (1) the liability for the vaca-
tion pay to a specific person has not been clearly established, or (2) the
amount of the liability to each individual is not capable of computa-
tion with reasonable accuracy. Subsequent administrative rulings
made the provisions of Revenue Ruling 54--608 inapplicable to taxable
years ending prior to January 1, 1959.
Under your committee's amendment, the deduction for accrued

vacation pay would not be denied for any taxable year ending before
January 1, 1961, solely by reason of the existence of either of these
conditions, provided thflat at the time of the accrual, the employee
must have fully performed the qualifying service necessary under the
ternis of the vacation plan to entitle him to receive a vacation with
pay (or payment in lieu thereof).

This section shall not apply unless the accrual for vacation pay is
computed in accordance with the method of accounting consistently
followed by the taxpayer in arriving at such deduction. This section
is intended to apply only to those accrual method taxpayers who
applied thle principles of I. T. 3956 to deduct vacation pay in the
year accrued, and whlo, since the publication of Revenue Ruling
54-608, have continued to coinpute the deduction in such manner.
However, this section is not intended to limit or increase the deduction
for vacation pay that would otherwise be allowable to those accrual
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method taxpayers who under I. T. 3956 have consistently computed
the deduction for vacation pay in the year paid.

SECTION 103. REIMBURSEMENT FOR MOVING EXPENSES RECEIVED BY EM'
PLOYEES OF CERTAIN CORPORATIONS FORMED EXCLUSIVELY TO OPERATN
LABORATORIES FOR THE ATOMIC ENERGY COMMISSION

This section, for which there is no corresponding provision in the
House bill, provides an exclusion from gross income of amounts re-
ceived as reimbursement for moving expenses of new employees of
certain corporations, to the extent that such amounts do not exceed.
the actual expenses paid or incurred by the employee for such pur-
poses. Under existing law, payments or reimbursements to a new
employee of moving or relocation expenses come within the statutory
description of gross income, and the expenses incurred by a new
employee in moving his family and household goods are not expendi-
tures for which deductions may be taken in computing income taxes.
U. S. v. Sherrill 0. and Doris M. Woodall, U. S. v. Glenn S. and
Margaret H. Mills (-F. 2d- (C. A. 10th 1958)) (cert. applied for)'
(Rev. Rul. 55-140, a. B. 1955-1, 317.)
Section 103 of your committee's bill provides that, notwithstanding

any other law or rule of law, a reimbursement of moving expenses
under the circumstances described below shall be treated as an amount
which was not includible in the gross income of the individual, to the
extent that such reimbursement did not exceed the actual moving
expenses paid or incurred by the individual.
The applicability of section 103 is limited to reimbursements re-

ceived from a corporation which was (1) formed exclusively for the
purpose of, and was engaged exclusively in. operating without profit
a scientific laboratory for the Atomic ]nergy Commission and
(2) operated solely on funds appropriated to the Atomic Energy
Commission.
This section further provides that the general rule, and not the

exception provided in section 103, will apply where the individual
was advised, at the time of his employment, by an authorized officer,
employee, or agent of such corporation that the amount of such re-
imbursement would be includible in gross income.

SECTION 104. EXTENSION OF TIME FOR MAKING REFUND OF OVER-'
PAYMENTS OF INCOME TAX RESULTING FROM ERRONEOUS INCLUSION'
OF CERTAIN COMPENSATION FOR INJURIES OR SICKNESS

This section, for which there is no corresponding provision in the
House bill, provides that the period prescribed by section 3772 (a) (2)
of the Internal Revenue Code of 1939 for commencing suits fior re-
fund shall not expire prior to 1 year after the (late of the enactment
of this bill in the case of any overpayment of income tax resulting from
the inclusion as an item of gross income of any amount which was
excludable from gross income under section 22 (b) (5) of the Internal
Revenue Code of 1939 (relating to compensation for injuries or sick-
ness) as an amount received, through accident or health insurance, as
compensation for personal injuries or sickness, if claim for credit or
refund of such overpayment was filed after December 31, 1951, and

28508--58-17
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within the time prescribed by law. Many such claims have been
disallowed and the period prescribed by section 3772 (a) of the 1939
Code for filing suit has expired. The amendment will make it possible
for the Internal Revenue Service to reconsider such claims and make
refunds which, without the amendment, would be erroneous refunds
under section 3774 (b) of such code.

SECTION 106. AMOUNTS RECEIVED BY CERTAIN MOTOR CARRIERS IN
SETTLEMENT OF CLAIMS AGAINST THE UNITED STATES

This section, for which there is no corresponding provision in the
House bill, provides that notwithstanding section 42 of the Internal
Revenue Code of 1939, amounts received in settlement of any claim
against the United States arising out of the "taking" by the United
States under Executive Order 9462 of possession or control of any
motor carrier transportation system, shall, at the election of the tax-
payer, be deemed to be income accrued in the taxable year during
which such motor carrier transportation system was in possession or
control of the United States. It also provides that the election shall
be made within 1 year after the enactment of the bill, and if made,
shall be irrevocable. The bill further provides that the period for
assessing any deficiency attributable to the inclusion of income by
reason of the application of this act shall not expire prior to 1 year
after date on which the taxpayer makes his election.
Under existing law, income accrues to a taxpayer using an accrual

method of accounting in the year in which the right to receive, or the
obligation to pay, has become final and definite in amount. This
section of the bill permits the taxpayer to elect to accrue the income in
the year during which the motor carrier transportation system was in
possession or control of the Government, rather than accruing it in
the year during which the award is made by the Motor Carrier Claims
Commission. In the event the carrier's transportation system was in
possession or control of the Government for a period of more than 1
taxable year, your committee has provided that the income resulting
from this "taking" by the Government shall accrue ratably over
such period.
An example of the operation of this bill would be as follows: A

"taking" of the carrier's operations by the Government occurred in
1944. In 1950 carrier submits a claim for compensation, and re-
ceives an award from the Motor Carrier Claims Commission in 1953.
Under the bill, the taxpayer is permitted to accrue the income repre-
sented by the award in 1944, the year in which the "taking" occurred.
Under present law, the taxpayer is required to report such income in
the year in which his right to receive the award became fixed and
unconditional, which in this case would be 1953.

SECTION 106. REASONABLE CAUSE FOR FAILURE TO FILE RETURN

This section, which was added by your committee, provides with
respect to certain claims against the United States a now application
of the second sentence of section 106 of the 1939 Code.

Section 106 limits the surtax of individuals to 30 percent on certain
payments received from the United States. Pursuant to subsection
(b), the limitation extends to payments arising under a contract for
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the construction of installations or facilities for any branch of the
armed services of the United States, if such claims were unpaid for
more than 5 years from the date such claim first accrued. The second
sentence of section 106, for the purposes of applying section 291 (a)
of the 1939 Code (relating to additions to tax for failure to file a
return), provides that in any case to which subsection (b) applies the
term "reasonable cause" for failure to file shall include the filing of a
timely incomplete return under circumstances which led the taxpayer
to believe that no tax was due on amounts received under a settlement
with the United States.

This section provides that the second sentence of section 106 shall
apply with respect to taxable years ending after December 31, 1942,
in any case in which an amount is received in any taxable year ending
after such date by a taxpayer in settlement of a claim arising under
the same contract as a claim the settlement of which resulted in the
receipt in a subsequent taxable year of any amount to which section
106 (b) applies. This section further provides that refund or credit
of any overpayment resulting from its application may be made in
any event if claim therefor is filed within 1 year after the date of
enactment of this bill.



V. CHANGES IN EXISTING LAW

In the opinion of the committee, it is necessary, in order to expedite
the business of the Senate, to dispense with the requirements of sub-
section 4 of rule XXIX of the Standing Rules of the Senate (relating
to the showing of changes in existing law made by the billU as
reported).
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VI. INDIVIDUAL VIEWS OF SENATOR PAUL H. DOUGLAS

As this bill came from the House, it was, on balance, a reasonably
good bill. But, even as it came from the House, at best it dealt with
comparatively minor abuses and, for the most part, closed relatively
insignificant loopholes. It pointedly ignored the many shocking
injustices within our tax structure which permit certain favored tax-
payers to pay a much lower tax on a given amount of income than
that which other taxpayers pay on equal incomes from other sources.
These unjust tax differentials in the aggregate cost the Government
several billion dollars a year in revenue. They have increased over
the years so that the tax structure of the country is now seriously
eroded.
Among the most serious of these inequities and evasions are the

following:
(1) Excessive depletion allowances in oil and gas and certain

other subsurface deposits;
(2) Th} dividends-credit monstrosity including the exclusion

from gros income of the first $50 of dividends received and a
deduction of 4 percent of the remaining dividends received, not
against taxable income but against the actual tax liability itself;

(3) The fact that, while the basic income tax of 20 percent on
wages and salaries is withheld at the source, withholding upon
dividends and interest received is not required;

(4) Abuses in the conversion of ordinary income into capital
gains;

(5) Abuses in the area of family partnerships;
(6) Abuses in the taxation of corporate "spin-offs" and "split-

offs";
(7) Abuses in the field of stock options and other fringe benefits

for executive and other employees;
(8) Abuse of the "ordinary and necessary" business expenses

deduction;
(9) Excessive benefits to upper income groups from income

splitting on a joint return.
Unless Congress cures these and other erosions and injustices, they

will continue to spread like a cancer through our tax system. For
when some are given favored treatment, others chafe at the additional
burdens imposed upon them and demand similar exemptions. Loop-
holes widen into huge apertures; a breed of skilled tax lawyers de-
velops, skilled in helping wealthy clients avoid taxes in return for big
fees. The general taxpayer, too public spirited or too uninformed to
obtain similar tax favors, is left bearing the burdens. Democratic
government is itself weakened by the unfairness of the whole setup.
Just as injustices in the collection of taxes helped to undermine the
Roman republic and the ancient regime in France, so similar practices
serve to breed discontent here at home and undermine men's faith in
their government.

It is important, therefore, that we not only stop further erosion of
the tax structure but that we begin to undo some of the damage already
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done. It would be plainly impossible to cure all of the defects at
once. There is not time enough in this session for that. Nor is
public and legislative opinion sufficiently informed and aroused. But
a start can and should be made.

I therefore proposed in committee that we deal with 3 of the most
important abuses, namely, the excessive depletion allowances on oil
and gas; the failure to provide a withholding tax at the source on
dividends; and the 4 percent dividends received credit against tax and
the $50 dividends received exclusion from gross income.

These are the reasons in brief why these features of our present
tax laws should be changed. A more detailed discussion will be given
when these issues are discussed on the floor.

I

The most conspicuous of these abuses is the 27% percent depletion
allowance on income from oil and gas. Under the present law, a host
of costs and special allowances are deductible from gross income before
even the depletion allowance applies. These are:

(1) Operating costs.
(2) Intangible drilling and development costs. These can be

written off in 1 year and not spread over a period of years as is
the case in other industries. It has been estimated that between
75 percent and 90 percent of all costs can be written off in 1 year
in this manner. We have, therefore, accorded to this industry
virtually the ultimate in accelerated depreciation and fast tax
writeoffs.

(3) Unsuccessful or dry holes, of course, can be written off.
(4) The 14-point reduction in the tax itself--or a 'reduction

from 52 percent to 38 percent on taxable income-for income de-
rived from operations abroad in the Western Hemisphere.

(5) Royalty payments abroad, particularly in the Near East,
may be disguised as income-tax payments for which the foreign
tax credit is then available so that a company then escapes liabil-
ity for United States tax by being allowed to take a tax credit for
payment which a domestic taxpayer would be permitted only to
deduct from gross income rather than to take as a credit against
tax.

But, in addition to all these provisions which would seem to be
quite generous, a further allowance is permitted called the percentage
depletion allowance. In the case of gas and oil, this amounts to an
additional 27M percent of gross income up to one-half of net income.
This allowance is, moreover, permitted in perpetuity as long as
there is any flow of oil or gas from the well. It is not limited to
recapturing the cost of the well in question, most of which cost-as
we hav6 seen-is recovered for tax purI)oses in the year the outlay
is made through the intangible drilling and development cost deduc-
tion. Tllis allowance is in addition to all other deductions and it
continues through time without relationship to the taxpayer's in-
vestment in the venture and whether or not that investment has
been recovered for taxpurposes.
The beginnings of this allowance go back a little over 30 years

when an effort was made to revise the prevailing discovery depletion
provisions. From its inception, the percentage depletion allowance
has been 27% percent. As corporation income taxes have risen from
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14 percent to the present 52 percent, the value of this allowance has
grown. Not only is this true but it has brought in its train a host of;
similar deductions on virtually everything else that is extracted from
the earth and sea, including oystershells, clamshells, sand and gravel.
There would seem to be no danger of "dry holes" here. It is almost
a perfect example of a case where instead of closing a loophole in the
law, an attempt has been made to make the loophole universal.
These deductions for depletion allowances in the extractive indus-

tries were $2.8 billion in 1955, the latest year for which official figures
are available. For oil and gas alone, the deductions came to over
$2 billion in that year.The results of investigations which appear in the compendium on
Federal tax policy, published by the Joint Economic Committee in
1955 (see p. 902), show that in 1954, the effective tax rate paid by
1 major oil company was only 9.2 percent. For another company,
the rate was 16.3 percent, while another paid only 18.5 percent. The
effective tax rate paid by 24 large petroleum companies was only 22.6
percent, while all other corporations in that year paid taxes at an
effective rate of 48.1 percent. A study which I have made of 27
producing companies dealing in oil and/or gas shows that many paid
infinitesimal fractions of their profits in taxes.

In 1951, the Secretary of the Treasury published official statistics
on certain unidentified individuals in the oil and gas industry which
showed that one individual operator, with net income in the years
1943-47 of $14.3 million, paid income taxes of only $80,000 in this
period. The following table submitted by the Secretary of the
Treasury in the House hearings on the Revenue Act of 1950 gives
examples of the excessive income tax deductions from the depletion
allowance and the allowance for drilling and development costs:

TABLE 9.-Income, deductions, and tax liabilities of 10 selected individual oil and
gas operators, for the 5-year period 1943-47

[Money figures In millions]

Net income Special deductions Inoome tax liability
_____~_____________________ ....Taxable _______

Individual operator net in-
From From Percent- Develop- come Percent of
oil and other Total age de- ment Amount total net
gas ' sources pletion s costs a Income

A .................. $10.5 $3.8 $14.3 2.2 $13.0 4-$0.9 $0.08 0.6
--.................... 6.0 .8 3.1 2.1 .6 .5 8.86

0 .....-..----- . 3.9 .5 4.4 3.2 4.4 4 -3.2 .16 3.4
DI-.----- - 9.3 .3 9.6 2.7 0 6.9 6.1 63.5
E .................... 2.7 .8 3.6 1.0 .3 2.2 1.4 40.0
F-.-1.7 1.4 3.1 .8 1. .8 .6 19.4
0 --................... 7.7 -1.3 6.4 8.6 2.1 .8 .5 7.8
f ....------- .. 2.1 3.6 6.7 1.0 .6 4.1 2.2 38.6

I---. --------- 1.7 .1 1.8 .5 1.0 .3 .2 11.1
J- -8.0 --.7 7.3 2.9 1.7 2.7 2.2 30.1

Total---- 52.6 9.3 (11.9 20.9 20,7 14.3 13.93 22.5

Income after deductions for operating expenses, depreciation, adjusted-basis depletion, exploration oosts
and losses on abandonment.

J Excess of percentage depeletlon over adjusted-basls depletion.
a Development costs are expenditures for the preparation of mineral properties for production, which are

deducted as expenses in the year incurred. Consequently, these expenditures are not Included in the tax
basis of the property and future cost or adjutsted.basls depletion is correspondingly reduced. The treatment
of development costs as a current expense, however does not diminish percentage depletion in subsequent
years, since the latter is determined on the basis of Income in those years.

4 While special deductions more than offset the total net Income for the 6 years, some income tax was paid
because there were deficits only in some years. A deficit caused by excess percentage depletion cannot be
carried over against net taxable Income of other years.

* Includes only 4 years, 1943-46.
Source: Bureau of Internal Revenue, special tabulation.
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While no such statistics have been published by the Treasury in
recent years, there is no reason to suppose that the facts are any
different or any better now.
The justification given for such a high deduction is that it is a needed

inducement for exploration and drilling. There is something to this
contention but not enough to justify the added allowance of 27%
percent of gross revenue. In the first place, the other tax features
provided for the industry-as we have seen--are extremely liberal
and, in addition to this, the capital gains treatment, which I have
not gone into, gives even, further advantages.

I have, therefore, proposed an amendment which-would reduce the
depletion allowance of 27% percent to 15 percent if the taxpayer's
gross income from oil and gas wells exceeds $5 million in any one year,
but that the allowance be reduced only from 27% percent to 22 percent
for those with a gross income from oil and gas wells of between $1
million and $5 million, and that the depletion allowance remain at
27% percent for those whose gross income from oil and gas wells does
not exceed $1 million per year.

Tils amendment is not a punitive one for (1) it does not do away
with the depletion allowance altogether, and (2) it would not affect
the small wildcat driller or the small producer.
There is a good reason for this last provision. Drilling for oil and

gas involves some risk. It is estimated that only about 1 in 9 wells
which are drilled actually produce gas or oil. The small driller, with
only a few wells over which to spread this risk, does not have enough
wells to assure that he will hit the 1 in 9 and may, in fact, drill 20 or
30 dry holes before hitting oil or gas. Consequently, without a great
number of wells over which to spread the risk, he takes a greater risk
than the large driller, who will average 1 in 9 successful wells if he
drills 100 or 200 wells per year. It is only proper that this fact be
recognized in the law. This is precisely what my amendment is
intended to accomplish.
The Treasury estimates that the adoption of this amendment would

result in a net revenue increase to the Federal Treasury of $305
million to $310 million per year at the present time. Others have
estimated that it would bring in as much as $400 millon to $500
million additional revenue per year.

II. THE DIVIDENDS RECEIVED CREDIT AND EXCLUSION

It is estimated that the provisions of the 1954 Tax Code which
grant the 4 percent dividend received credit and $50 exclusion from
gross income cost the Treasury about $360 million per year. The
provisions give a special tax credit and exclusion for income from
dividends. The result is that an individual taxpayer pays a lower
tax on a given amount of income than he pays on an equal amount
of wages or salaries.
These credits and exclusions go to a very few people. According

to Statistics of Income for 1955, only 2.2 percent of all the returns
which were filed contained 75 percent of all the reported( dividends.
In addition, the bulk of the dollar amounts of the dividends were
received by a relatively small proportion of those who received any
dividends at all. Thus, in 1955, only 28 percent of the very small
number of returns which reported any dividends at all included 75
percent, of the total amounts of the dividends received.
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The difference in tax treatment may be seen from an example of a
married individual with 2 children who has a yearly earned income of
$10,000 and a similar individual who has $10,000 in income entirely
from dividends. Their tax liabilities would differ by $416 per year as
follows:

Married taxpayer with 2 children and income of $10,000 per year
Joint return of taxpayer A-all income

from wages and salary:
Income. $10, 000
Less 10 percent standard
deduction ----- 1,000
Income after deduction. 9, 000

Less personal exemptions 2, 400

Taxable income----- 6, 600
Tax owed - _ 1, 372

Joint return of taxpayer B all income
from dividends: l
Income from dividends... $10, 000
Less dividend exclusion- - 100

Income after dividend
exclusion-9, 900

Less 10 percent standard
deduction ---990

Income after dividend
exclusion and the
10 percent standard

Li

TL
L<

deduction -------- 8, 910
ess personal exemptions- 2, 400

Taxable income-6, 510

ax liability before credit. 1, 352
ess 4 percent of $9,900
credit against taxes - - 396

Tax owed. ----- 956
I Stocks on whioh dividends paid owned jointly by husband and wife.
NoTE.-With the same income, taxpayer A pays $1,372 In taxes while taxpayer B with all Income from

dividends, pays only $956, a tax savings of $416 or 30.3 percent.

III. WITHHOLSING OF DIVIDENDS AT THE SOURCE

Virtually every study made of individual income reporting for the
Federal income tax shows a significant gap between the amount of
dividends which should be reported and the amount actually reported
on individual income-tax returns. In a paper presented before the
American Finance Association at the end of 1957, Daniel Holland
estimated this dividend gap for the taxable year 1955 to be about
$1,235 million, or about 12.1 percent of total dividend receipts, ad-
justed for comparability with tax returns. Even if one assumes that
20 percent of this "gap"-about $250 million-were the dividends
received by individuals not required to file income-tax returns and/or
by individuals required to file returns but not taxable, there remains
about $1 billion of dividends which should have appeared, but did not,
to taxable individual returns in 1955. If the effective rate were only
20 percent in the case of these dividends-and there is every reason to
believe that it would be higher-the revenue loss in 1955 amounted to
$200 million to the Treasury. It is conceivable that the revenue loss
could be as much as $300 million.

I have therefore submitted an amendment which, while recognizing
some of the administrative problems, would withhold the basic tax
on dividends at the source, as is now done for personal income.
Such a system of withholding on dividend income would contribute

materially to improving compliance with the law. From the point
of view of the taxpayer who is not a deliberate evader of the law,
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dividends withholding has the positive virtue of assisting him to be as
honest as he would wish to be. From the point of view of the delib-
erate tax evader, withholding-by reducing the rewards of dis-
honesty-might well produce a net gain in revenues above those from
the withholding itself, as he is often in a bracket higher than the basic
or minimum bracket and the Government would recoup not only the
amount withheld but the additional taxes which would not otherwise
be paid.

IV. HOW THE SAVINGS COULD BE USED

These three amendments, if passed, could result in a savings to the
Treasury of almost $1 billion per year. How should this $1 billion
be used?

Personally, I have always felt that our tax laws should provide that
taxpayers with a specific amount of income should pay essentially the
same tax as any other taxpayer with the same income, no matter from
what source. If this were done it would be possible for us to lower
rates across the board and not only give some tax savings to low income
groups, but also to reduce the extremely high surtax rates which very
few taxpayers-even with great amounts of income-actually pay
but which a few taxpayers do pay.

Therefore, if we were to close the loopholes in our tax laws, we
could increase our revenues to such an extent that a reduction in the
general level of taxation for all taxpayers could be brought about.
The three amendments I have proposed would, of course, be only a

beginning and would not provide enough revenue to carry out this
purpose. However, they could be a start and if we made a good start,
the act of closing loopholes could become contagious; in which case,
we would have enough revenues to both make our tax system more
equitable and to reduce the rates which the average person pays in
order to make up the revenues which are lost by the great number
of special privileges given to particular taxpayers or groups of tax-
payers.
The $1 billion in savings from these amendments might be used

initially to reduce or repeal many of the numerous wartime excises
which are nuisances, regressive, and unfair, or, if these amendments.
should pass, I am prepared to offer further amendments which will
distribute these savings equitably over the range of income-tax payers.
There are those who are frightened by the deficits in our budget.

Personally, I believe that these deficits should be reduced in times of
prosperity and I am not overly alarmed by them in times of recession.
However, the savings could be used for such purposes and if it is the
will of Congress and these savings should, therefore, appeal to those
who are frightened by the deficits.

Moreover, there are groat needs to be met both in our defense and
domestic economy. .We are in a race with the Russians to produce
missiles, and over theoyears we shall be needing additional revenues
for this purpose. We have huge social gaps in the shortage of schools
and hospitals and in the need to clear the slums of our groat cities.
These needs are so great that it is unconscionable to allow a few

taxpayers the special privileges which they receive by way of favored
tax treatment. Thus, the ways in which these savings could be used
in a constructive way are almost too numerous to mention and, if we
wore to make a start in closing the loopholes by way of these three
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amendments, and then if -the tax experts in the Treasury would come
forward with constructive proposals to close numerous other loop-
holes, we could save enough in lost revenues to have a really construc-
tive revision of our entire tax structure.

v

I hope that it will not be taken amiss if, as a junior member of the
Finance Committee, I offer some comments upon the way Congress
is being increasingly called upon to pass legislation granting tax
favors and interpretative legislation to aid specific firmnns and indi-
viduals.

I have always assumed that the function of Congress was to pass
general legislation and then to allow the administrative agencies and
finally the courts to determine the precise application of these laws
to individual instances. For this purpose, we have created a Tax
Court with rights of appeal to the Supreme Court. In this way, we
provided for the judicial review of administrative decisions and thus
protected the individual from arbitrary action by the Internal Reve-
nue Service and the Treasury Department. If, to be sure, some of
these judicial decisions seemed to be unjust and at variance with the
purposes of Congress and the country, then Congress should have
not only the power but the duty to act.
But these powers should be invoked sparingly and should be a last

and not a first resort. In practice, however. there appears to be a
growing departure from this principle. Individuals and companies
dissatisfied with administrative .rulings or Tax Court decisions come
to Congress and ask for legislative relief. They propose legislation
which is ostensibly general in nature but which is in fact tailormade
for their particular purposes. This is quite commonly done before
they have exhausted their judicial remedies. Highly complicated
questions of interpretation are thus brought before the committees
of Congress. The hearings on these proposals are seldom adequate
and are frequently nonexistent. Tax lawyers and lobbyists button-
hole Senators, committee members and staff, and present their side
of the case.
While the lawyers for the Treasury are heard in executive session,

the testimony and pressures tend to be one sided in character. The
general public is almost completely ignorant of what is going on and
Members of Congress who are not members of the appropriate com-
mittees are relatively in the dark.
The usual result is for the committees tp propose, and Congress to

pass (generally in the closing days of the session), a group of amend-
ments to the tax laws designed to give relief arid tax favors to specific
person and corporations. Some of these are undoubtedly wise but
iany are not. In nearly all cases, there have been no adequate hear-
ings and the pleadings have been largely ox parte. Senators swamped
with other duties must find it hard to go into the minutiae of tax law
involving such questions as depreciation1 the precise nature of income
and of capital gains, and a myraid of others.
More and more individuals are carrying their grievances with the

Treasury over the interpretation of existing laws to Congress rather
than to the courts. Our preoccupation wit-h these relatively limited
questions, moreover, absorbs time and energy on our part which might
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better be devoted to broad questions of tax policy; to trade and tariffs,
and to social security.
. What I fear, therefore, is that we may be passing ill-considered
legislation which frequently increases rather than diminishes injus-
tices in our tax structure, opens new loopholes rather than closing old
ones, and broadens and deepens those that already exist. In addi-
tion, we are overburdening ourselves by taking on administrative and
judicial functions which tend to break down that wise separation of
powers which our constitutional fathers so sagely provided.

I would modestly and respectfully suggest that Congress refrain
from reinterpreting the law until after the courts have finally spoken
and that if and when it does consider these issues, no proposal be
considered unless there has been a public hearing upon it, or adequate
discussion within the committee itself.

VI

When H. R. 8381 came from the House, it was a reasonable bill
although, as I have said, it dealt with only minor problems. The
Senate Finance Committee, however, added numerous questionable
amendments. Further, the committee adopted the principles in a
number of unprinted amendments, the precise language of which was
not considered by the committee. The bill has since had three com-
mittee prints but apparently the committee is not to review the
numerous changes which have been made in the specific language of
the bill.
The following descriptions of actions of the committee illustrates

some of the general points which I have previously made and identify
some of the specific objections to the provisions which have been
added, stricken, or changed.
Retirement income credit

Section 2 of the bill relative to the retirement income credit provided
by section 37 of the existing law, as it passed the House, was intended
to coTrrect an unintended discrimination against residents in common
law jurisdictions and in favor of residents in community property
jurisdictions. Under section 37, the community property resident who
files a joint return with a spouse who has never been employed,
nevertheless can claim two retirement income credits. The resident of
a common law jurisdiction, under identical circumstances, can claim
only one. credit as, in my opinion, was the intent of the Congress
when this provision was enacted.

Section 2, as passed by tie House, would permit the retirement in-
come credit to be claimed only by the taxpayer who meets the specific
teisa set forth in section 37. As amended by the Senate Finance
Committee, however, the differential between retired individuals in
community property and common law jurisdiction would be eliminated
by extending the additional unintended benefits to the common law
State resident.

Section 2, as amended by the Finance Committee, also creates a
new differential against a widow or widower. Moreover, it would
increase benefits for retired persons with relatively large amounts of
retirement income while providing no comparable increase in benefits
for the retired individual whose total retirement income is so small as
to limit him to one credit, or a part of a credit, in any case.
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Thus, a discrimination which the House bill would have solved by
closing a loophole was changed in the Senate bill by extending the
loophole. Not only that, the Senate provision creates an additional
bias against the neediest individuals.
Collapsible corporations

Section 22 of the bill would change the present law provisions deal-
ing with collapsible corporations in order to afford relief to persons in
situations probably not within the scope of the intent of existing law.

So-called collapsible corporations have been set up in many cases
by individuals in very high income.brackets in order to convert ordi-
nary income into capital gains. The present law provisions were
intended to foreclose this avoidance device. Revision of the law is,
indeed, needed in order to prevent tax avoidance practices which have
not yet been effectively foreclosed as well as to prevent penalizing tax-
payers where no tax avoidance is involved in certain legitimate busi-
ness reorganizations.

Section 22 of the bill will not achieve either of these results. Until
a more thorough study of these problems can be undertaken, it
would be unwise to adopt a piecemeal adjustment obviously directed
toward providing relief in one or, at best, few cases.
Carryover offoreign tax credit

Section 37 of the bill as passed by the House was designed to correct
a situation in which a taxpayer with income from foreign sources is
taxed both in the foreign country and at home on the same income to
such an extent that the total taxes exceed the highest amount which
would be payable in either country. This is a result primarily of
conflicts between the United States and the foreign tax laws concerning
the concept of taxable income. One important aspect of such conflict
is-a difference in determination of the particular year in which income
is received. By virtue of such differences, the taxpayer may lose part
of the benefit of the foreign tax credit and, in some cases, could
conceivably have his entire income confiscated through taxes in both
countries.

Section 37 of the House bill was drafted very carefully in an effort to
solve this problem without opening up new problems. This section
was stricken in the Senate version on the basis that some new problems
might arise, and no substitute provision of any kind was offered in its
place. A constructive legislative effort would have called for careful
examination of any such possibility and amendment of section 37 to
deal with any specific problems discovered. Deletion of the section
has left an important problem unsolved:
Depletion allowance for gold

Section 38 of the bill would increae the percentage depletion
allowance for gold from 15 percent to 23 percent. For all practical
purposes, there is but one major company engaged exclusively in gold
mining, although others produce gold as a byproduct.
At worst, this section merely expands an existing loophole in the

law on the ground that since other mineral and mining interests are
so favorably treated, it should be extended to gold.
At best, it is argued that it is necessary to keep this industry alive.

Even if one were to accept this latter proposition at its face value,
the fact remains that the means adopted, namely favored tax treat-
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ment, can hardly be justified in terms of the theory of depletion or
goodtax law.

If we must subsidize a particular industry, and I am not advocating
a subsidy in this case, it should be done directly and openly so that
the Congress may pass on annual grants to an industry and thus have
an annual review of its decisions.
"Pass-through" treatment for interest on State and local bonds

Section 42 of the bill provides so-called "pass-through" treatment
for State and local government bond interest received by regulated
investment companies meeting certain qualifications. This treatment
presumably is intended to broaden and strengthen the market for
State and local government bonds and to improve the capacity of the

_States and localities to finance the numerous projects which an ex-
panding population demands. While this is a laudable objective,
little evidence has been provided to show that the pass-through
treatment in section 42 will, in fact, achieve it. It is certain, however,
that the 3 or 4 mutual investment trusts now holding significant
amounts of State and local government bonds will be able to pass on
tax savings to their high-bracket investors.
The basic issue to which section 42 relates is whether tax exemption

of State and local government bond interest is a sound approach to
resolving the problem of the proper allocation of tax sources and
functions among the three levels of government. This question has
not yet been resolved. Until such tune as a broad approach to the
solution to these problems can be provided, it is unwise further to
entrench in the Federal tax law the existing preferential treatment.
Another major danger of the pass-through principle is that once in

the law for even a worthy purpose it would be extended to less worthy
objectives. This is precisely what has happened. The pass-through
principle for interest on State and local bonds has been extended in
the Finance.Committee bill to real-estate investment trusts.
"Pass-through" principle extended to real-estate investment trusts

Section 44 of the committee bill, providing the pass-through
treatment to real-estate investment trusts, would create another case
of preferred tax treatment for a relatively small group of taxpayers.
Many corporations derive income from the rental or real property
as well as from their principal business activities. Such rental income
is taxable at the corporate level. No one has seriously suggested
that shareholders in these companies be allowed to receive this rental
income free of the corporate tax. It would be patently inequitable,
therefore, to permit shareholders in companies which derive most
of their income from rentals to receive such income free of the
corporate tax.

Moreover, no one has seriously suggested that it is more in the
public interest to promote investment in real-estate investment trusts
than it is to promote investment in many other types of venture.
The enactment of section 44, however, by providing preferential tax
treatment for such investments would offer significant incentives for
directing investment away from other types of activities to real-estate
operations. The interests of economic growth and stability would
not be served by introducing this type of preferential treatment.
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Bonds issued at a discount
Section 54 of the committee bill is an attempt to eliminate a tax

avoidance practice whereby bonds issued at a discount are purchased
by the issuing corporation before their maturity date at an amount
which exceeds the original issue plus the accrued discount. The
bondholder, under present law, gets capital gains treatment with
respect to the amount of such excess. Such a transaction frequently
reflects collusion on the part of the bond issuer and purchaser. Section
54 would disallow capital gains treatment except where there was no
intent at the time of the issue to call the bond before maturity. The
purpose of this section is certainly laudable, but by virtue of the
fact that it specifically calls for determination of the intent of the
issuer, it is unlikely that the section can ever become effective. The
same result could be achieved, without requiring determination of
intent, by permitting the issuer to deduct, in the year in which the
bonds are redeemed, only the prorate accrued discount.
Attempt at piecemeal solution of general problem results in adding new

complexities to the law I
Section 68 of the committee bill would extend to certain small

business corporations the election to be taxed as partnerships. This
provision, presumably, is intended to complement section 1361 of the
Internal Revenue Code of 1954, which permits certain proprietorships
and partnerships to be taxed as corporations.
The major problem with which section 68 is concerned is the fact

that the present law does not integrate the individual and corporation
income taxes and therefore gives rise to the alleged problem of double
taxation. The taxability of dividends, as indicated elsewhere, is
surely a matter of major concern in the present tax law. The approach
in section 68, however, makes no major progress toward an equitable
solution of this problem, but introduces an additional element of
complexity in an already overcomplicated tax law.
The point is that if a business is taxed as a corporation it is subjected

to the ordinary corporate rate of 52 percent. The individual who
receives income from the corporation also pays tax on his personal
income including the amount from the corporation.
However, if the corporation can be taxed as a partnership, then the

income from the corporation is "passed through" to the partner and he
pays taxes on the earnings only to the extent of his personal income-
tax liability and escapes the corporate tax.
The same would be true of any losses and if an election were made

to be taxed as a partnership, then the individual could offset the losses
of the corporation against his personal income-tax liability. This,
of course, in certain circumstances, would afford a great tax advantage
to certain taxpayers.

Section 1361 and the proposed section 68 are presumably intended
to provide tax relief for small businesses. Small-business enterprises,
both incorporated and unincorporated, have fared poorly in the last
4 or 5 years and surely we must be concerned with equitable tax
revision to mitigate tax biases against them. Experience with section
1361, however, demonstrates that this type of tax revision provides
benefits only to a very small number of companies and therefore offers
no major solution to the basic problems arising in taxation of small
business. Moreover, regulations pursuant to section 1361 have not
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yet been issued because of the numerous and extremely difficult.
problems of administration and compliance. Section 68 offers no.
promise of easier administration. It will, on the other hand, further
complicate the law without dealing in any consequential way with-the.
problems to which it is presumably addressed.
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